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Tämän opinnäytetyön tarkoitus oli lisätä kohdeyrityksen tietoutta ongelmista joita on 
ilmennyt kun remburssia on käytetty maksutapana, sekä tietoutta näiden ongelmien 
laajuudesta. Tässä opinnäytetyössä keskityttiin erityisesti ongelmiin jotka johtuivat 
huonoista sopimusehdoista.  
 
Tämä opinnäytetyö oli rajattu kohdeyrityksen projekteihin, jossa remburssia oli käy-
tetty maksutapana vuosien 2014 ja 2015 aikana.  Tutkimuksen perustaksi kerättiin teo-
riaa viennistä, myyntisopimuksen roolista vientiprosessissa sekä remburssiprosessista. 
Teoriaan tutustuminen aiheesta oli edellytys ongelmien ymmärtämiseksi tutkimukseen 
valituissa projekteissa. 
 
Kerättyä teoriaa käytettiin viitekehyksenä tutkimusosiossa. Tutkimusosio koostui 
haastatteluista, sekä selvityksestä siitä kuinka monessa kohdeyrityksen projektissa 
mahdollisia ongelmia havaittiin. Tutkimusosiossa määriteltiin myös minkä tyyppisiä 
ongelmia tutkituissa projekteissa havaittiin ja etsittiin lisäksi syitä löydetyille ongel-
mille. Ongelmien tunnistamisen jälkeen kyseiset ongelmat käytiin kohdeyrityksen 
Trade finance tiimin kanssa läpi, jotta saataisiin selville mitkä kyseisistä ongelmista 
johtuivat sopimuksesta ja mitkä muista syistä. Sopimusehdot jotka olivat aiheuttaneet 
ongelmia etsittiin valikoitujen tapausten sopimuksista analyysin perusteella. Lisäksi 
myös syyt muille (ei sopimuksesta johtuville ongelmille) selvitettiin.  
 
Tutkimuksen tavoitteet saavutettiin. Tutkimus tarjosi lisää tietoutta siitä, minkä tyyp-
pisiä ongelmia on aiheutunut kun remburssia on käytetty maksutapana ja lisäksi tie-
toutta näiden ongelmien laajuudesta. Tutkimuksen perusteella saatiin selville, että vain 
osa ongelmista rembursseissa johtui huonoista ehdoista myyntisopimuksessa. Tämän 
lisäksi tutkimus sisälsi myös tapauksia, jossa myyntisopimus ei sisältänyt huonoja so-
pimusehtoja  remburssiprosessissa havaituista onglemista huolimatta. Sen sijaan 
näissä tapauksissa havaitut ongelmat olivat muiden tekijöiden seurausta. 
 
Tutkimuksen perusteella kohdeyritykselle tehtiin kehitysehdotuksia. Kehitysideat kes-
kittyivät pääosin kommunikaation, koulutuksen sekä ohjeistuksen tarjoamiseen koh-
deyrityksen sisällä sekä asiakkaille. 
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The purpose of this thesis was to increase the case company's information about the 
type of problems causing issues while Letter of Credit has been used as a payment 
method and the magnitude of the identified issues. This thesis focused especially on 
the problems created by bad conditions and terms in the sales contract. 
 
The scope of this thesis was limited to case company's projects where Letter of Credit 
had been used as a payment method between the years 2014 and 2015. In order to be 
able to properly complete the investigation information about exporting of goods, the 
role of the sales contract in the export process and about the Letter of Credit process 
was collected. By that it was possible to properly understand the issues involved in the 
selected Letter of Credit cases. 
 
The collected theory was used as a framework for the research part of the thesis. The 
research part involved interviews and information about in how many cases issues 
were identified, the type of identified issues and the root causes for these issues.  Based 
on the issues identified in the investigation it was determined with the help of the Trade 
Finance team of the company which of the issues were caused by the sales contract 
and which by other problems. Based on this the terms and conditions that created is-
sues in the Letter of Credit process were searched from the contracts of the selected 
cases. The root causes for the other identified issues were also investigated. 
 
The objectives of this thesis were met. The research provided increased knowledge 
about the type of problems causing issues while Letter of Credit has been used as a 
payment method and the magnitude of these issues. Based on the research it was real-
ised that while in fact there were issues caused by the bad contract terms and conditions 
there were also a number of cases where the sales contract did not include bad contract 
terms and conditions but the issues in the Letter of Credits were caused by other fac-
tors. 
 
Based on the research suggestions for improvement were made for the case company. 
The proposed improvement actions are all around communicating, training and provid-
ing guidance within the case company and towards customers. 
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1 INTRODUCTION 
The purpose of this thesis is to reduce risks in the Letter of Credit process for the case 
company Rolls-Royce Oy Ab. This thesis is done in order to increase the case compa-
ny's information about the type of problems causing issues with Letter of Credits, and 
their magnitude. This includes information about how often various issues occur, their 
root causes and proposal for ways to avoid these issues in the future. The aim is also 
to increase case organisation's understanding of link between contract conditions (or 
other identified issues) and Letter of Credits. 
 
The thesis is made with an emphasis to the role of the exporter in the Letter of Credit 
process, so that the thesis would meet the needs of the case company as well as possi-
ble. This thesis includes only cases where Letter of Credits have been used as a pay-
ment method.  
 
The author has done her two practical trainings at the case company in trade finance 
working with Letter of Credits, so this thesis is an opportunity for her to deepen her 
knowledge in the field. 
 
In the first part of the thesis the purpose, objectives and the conceptual framework of 
the thesis will be discussed. The theory part of the thesis will focus on exporting of 
goods, the role of the sales contract in the export process and to the Letter of Credit 
process.  
 
The research methodology part of the thesis discusses the chosen research methods 
and strategy, the validity and reliability of the research and the different phases of 
conducting the research. 
 
The research results part of this thesis focuses on analysing the results of the research. 
The suggestions for improvements are made based on these results. The last part of the 
thesis summarizes briefly the things that have been discussed in the thesis and evalu-
ates how successful the research has been. 
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2 PURPOSE, OBJECTIVES AND CONCEPTUAL FRAMEWORK 
2.1 The purpose and objectives of the thesis 
This project is done in order to increase the case company's, Rolls-Royce Oy Ab's, 
information about the type of problems causing issues when Letter of Credit is used as 
a payment method, and the magnitude of the identified issues. This includes infor-
mation about how often various issues occur, their root causes and proposal for ways 
to avoid these issues in the future. The aim is also to increase organization's under-
standing of the link between contract conditions (or other identified issues) and Letter 
of Credits. The case company will benefit from this research by increased fact based 
information about issues and their magnitude, and by proposed ways to avoid these 
problems. 
 
This research will provide basic information about Letter of Credits - what they are, 
when and how they are used and what needs to be taken into consideration while pay-
ment is handled using a Letter of Credit. So, this research can also be used to gain 
basic information about the topic. 
 
Since we did not familiarize ourselves thoroughly with Letter of Credits during our 
studies, this topic will increase my, my fellow students' and potentially also teachers' 
understanding of Letter of Credits. The author’s view is that also other individuals 
interested in the topic, including other companies not familiar with Letter of Credits 
as a way to secure payments, could benefit from this research. 
 
The author has worked two summers in the case company, and through that the author 
has some knowledge about the Letter of Credits and the case company. This subject 
provides the author an opportunity to increase her understanding and knowledge of 
Letter of Credits and the whole process from contracting to delivery of equipment. 
This topic fits well with the author’s International Business and Marketing Logistic 
studies and could help her with her future career. 
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The object of this research is to provide fact base information about the issues the case 
company faces with Letter of Credits. This will be done by going through and analys-
ing actual cases within selected time period, and by that providing facts about the mag-
nitude of various issues identified - how often they occur, root causes and impact of 
these issues. This includes looking into risks the case company faces as a result of 
identified issues. The aim is also to provide clear proposal to the case organization 
how to avoid these issues in the future.  
2.2 Research questions 
The main research problem of this thesis is: "How to avoid issues related to Letter of 
Credits which are caused by sales contracts?"  Since  it is assumed by the author that 
most of the risk mitigation in the Letter of Credit process is done through the sales 
contract it is also  assumed  by the author that the main reason behind the issues are 
bad contract conditions. The aim of this research question is to get a confirmation to 
this assumption and also to get more specific information about different types of is-
sues and the magnitude of those. The aim is also to increase organisation's understand-
ing of link between contract conditions (or other identified issues) and Letter of Cred-
its.  
 
The research problem consists of the following sub-problems: 
- What is a Letter of Credit 
- What is the relationship between Letter of Credit and sales contract? 
- What kind of problems are there while working with Letter of Credits?  
- What kind of risks company might face when Letter of Credits are used? 
- How to handle the risks while using Letter of Credits? 
 
The research will start with the basic information about exporting of goods, sales con-
tracts and Letter of Credits. This includes information about what Letter of Credits are 
and how they are used. The research will also focus on the relationship between the 
Letter of Credit and the sales contract in order to find out which parts of the sales 
contract are linked to and have an impact on the Letter of Credits. This knowledge is 
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required to successfully complete the empirical part, so that the author is able to iden-
tify the parts in the sales contract to look at while analysing the data. 
 
The empirical part will consists of cases selected from a specific period of time from 
the case company. The selected cases will be analysed in order to find the possible 
issues that have occurred in the cases and to find out how often different issues have 
occurred. 
 
The next step after the empirical part is to analyse the problems that occur while work-
ing with Letter of Credits. The main focus will be on the problems caused by the sales 
contracts. In addition to that also problems caused by other factors will be taken into 
consideration.  
 
The possible consequences of the identified problems will be analysed. This covers 
the risks these problems can create for the case company, including the worst case 
scenario where the case company ships equipment and is not be able to get the payment 
from customer without legal actions. The last research question will focus on finding 
methods to control the identified risks and prevent them. 
2.3 Conceptual framework 
Figure 1 presents the conceptual framework of the thesis. The purpose of the concep-
tual framework is to visualize the topics that will be discussed in the theory and in the 
empirical part of the thesis in order to meet the purpose and the goals of the research. 
The conceptual framework consists of the export process in general and the steps form-
ing a Letter of Credit process. These process steps need to be taken into consideration 
while reducing risks in the Letter of Credit process.  
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Figure 1. The conceptual framework (Made by the author 2015) 
 
The Letter of Credit process starts when a contract of sale is agreed on by the exporter 
and importer. (Jimenez 2003, 181.) In the contract negotiation part of the process the 
purpose is to reduce the risks and future problems for both parties by agreeing to clear 
contract conditions. The risk mitigation is therefore mostly linked to the contract ne-
gotiation and to the sales contract itself. (Shippey 2009, 1.) 
 
When sales contract is signed equipment will be produced and shipped to customer. 
Before shipment can take place the Letter of Credit needs to be in place. So, the ship-
ment and Letter of Credit are connected and are shown to be happening simultane-
ously. (Sherlock & Reuvid 2008, 345.) 
 
The documentation needed to get the payment based on the Letter of Credit is com-
pleted after the equipment has been given to the carrier. (Jimenez 2003, 181.) In many 
cases, especially when sea transportation is used, this is happening before the equip-
ment reaches the customer. (Sherlock & Reuvid 2008, 353.) The sales contract is the 
underlying basis of the Letter of Credit in which the required documents are stipulated. 
Most of these documents are connected to the shipment or include shipping details. 
(Todd 2007, 12.) Based on this the conceptual framework has two arrows to docu-
ments, one from Letter of Credit and another one from shipping. 
 
The purpose of the Letter of Credit process is to secure the cash flow before equipment 
is shipped to customer, even if the actual payment is received after the shipment. (Web-
site of the Royal Bank of Scotland 2016.) 
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All of the parts shown in the conceptual framework will be discussed in both the the-
oretical and empirical parts of the thesis. The perspective from which these topics will 
be discussed is from the perspective of the beneficiary (the seller) in the Letter of 
Credit process. By that the thesis would meet the needs of the case company 
2.4 Boundaries and limitations 
The thesis consists only of examples and experiences of the Letter of Credit process 
within the case company and is therefore made from the point of view of the benefi-
ciary (the seller) in the Letter of Credit process, not from a point of view of e.g. a bank 
involved in the process or the applicant of the Letter of Credit (the buyer/customer). 
 
The case company has three product lines - Azimuth Thrusters, Deck Machinery and 
Waterjets. Since Letter of Credits are seldom used with Waterjet deliveries handled by 
factory/office located in Kokkola this product line will be excluded from the scope. 
So, only Azimuth Thrusters and Deck Machinery handled from Rauma will be in-
cluded in the scope of the research. 
 
The thesis is made with an emphasis to the role of the sales contract in the Letter of 
Credit process since it is assumed that the main reason behind the issues with Letter 
of Credits are bad contract conditions. 
 
The cases for the empirical part are only selected from a certain time frame. Since 
there is a large amount of material available for the research it is not possible to include 
all of the cases the case company has had over the years to the research. Thus, a time 
frame for the research will be selected with the case company and only cases within 
the selected product lines, Azimuth Thrusters and Deck Machinery, will be analysed 
within the selected time frame. 
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3 EXPORTING OF GOODS 
3.1 Definition of exporting goods 
Sending goods and services out of a country is called exporting. (Website of Talous-
sanomat) Exporter is the party sending the goods or services, and it is also known as 
the shipper, supplier or consignor. (Gordon 2000, 2-3.) 
 
The exporting process does not only involve the actual shipment of the goods, it also 
involves the equivalent documentary exchanges. These documentary exchanges are 
considered by courts of law to be transactions in the same extent as they are transac-
tions in goods. As a result of this it is as important for the exporter to offer the correct 
documentations as it is to offer the right physical goods. (Jimenez 2003, 16.) 
 
One of the main ways how exporting differentiates from the domestic sale is that the 
buyer and the seller are located in different countries. As a result of that they are not 
subject to the same regulations from the same authorities and the procedures for ex-
ample for settling disputes differ among the countries. These are not the only things 
that can differ, for example the currency, the product standards and the commercial 
standards may also differ between the countries. (Reynolds 2003, 1.) 
 
Many companies have started to export due to the saturation of the domestic market 
or due to high expected profit margins from foreign markets. Due to the increase of 
the integration of global markets export has become a vital part of competitive strategy 
for several companies. In today's world exporting is no longer a way to increase profits 
but more like a requirement for the company to stay alive. If competitors are exporting 
the company may need to do it as well in order to avoid having disadvantage over the 
competitors. (Jimenez 2003, 12.) 
 
The ability to learn fast is an important source of competitive advantage for companies 
in today's world. The company gets useful experience while being in contact with in-
ternational customers in addition with foreign distribution and marketing techniques. 
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This experience can be useful even in the domestic market of the firm. When employ-
ees have received training for handling the international trade with one country the 
knowledge is also applicable to future markets and therefore it is possible to achieve 
the Economies of Scale. (Jimenez 2003, 12.) 
 
In the last 30 years there have been great changes to the pattern and to the complexity 
of world trade. Nowadays world trade is an international business of a high profile 
which is driven by elements like technology, marketing, logistics, politics finance etc. 
Trade means political power, influence and wealth worldwide and it encourages in-
vestments and creates new high professional standards. (Branch 2006, 1.) 
 
Exporting may start randomly through unplanned orders from abroad instead of as a 
result of formal export strategy. If the export orders start to increase it is likely that the 
management will start to pay more attention to the export process and will likely set 
up an export department. Exporting can start in the previously mentioned way or in 
many other ways as well but it is however reasonable for companies to make invest-
ments to export in case they have a reason to believe that it could enhance their com-
petitiveness or maximize the long-term revenues of the company. (Jimenez 2003, 12.) 
3.2 The reasons for exporting goods  
Although the risks of exporting are larger than in domestic sales the profit can also be 
higher. Basically for every company located anywhere in the world the potential export 
market is larger than the domestic one. (Westwood 2012, 4.)  
 
The main reasons why goods are exported are that some countries are not able to pro-
duce and provide enough or at all the goods that are needed in the country, or that the 
country in fact is able to produce the goods but still imports them. The reasons for a 
country buying goods which it cannot produce are very clear – by exporting the coun-
try is able to get these goods. The reason why goods the country is able to produce are 
imported could be that the exported goods are cheaper, of better quality or with higher 
brand status. (Sherlock & Reuvid 2008, 3.) 
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If a company sells its products in more than one country the risk is diversified since it 
is not completely dependent on sales to a one single market. An exporter could be able 
to compensate low domestic sales by export. Strong exports are considered to be im-
portant for a good economy by many governments and therefore a variety of support 
services, like low cost loans, are offered by many countries to companies that export. 
(Jimenez 2003, 12.) 
3.3 Risks and risk handling methods for the exporter 
Every transaction has its own element of risk. However, in international trade the risk 
profile has a different magnitude. Although the reward can be higher while comparing 
exporting of goods to the sales in the domestic market, the risks are also higher. Even 
if the risks are often evaluated subjectively it is still necessary for both the seller and 
the buyer to be aware of the type of risks involved in international transactions in order 
to make a relevant risk assessment. (Grath 2013, 9.) 
 
In order to manage the risks that are included in international transactions a profes-
sional approach to exporting and importing is needed. All of the parties involved in 
the process (e.g. exporter, importer, bankers, carriers, inspectors and insurers) should 
understand their roles. The reality however is that the understanding of the export pro-
cess is often rather narrow than widespread. It is obvious that it is not possible for all 
of the parties to be experts in all of the areas, but it would be helpful if all were familiar 
with the overall process. That would alert the traders to the areas where they have to 
consult specialists like lawyers or bank experts. (Jimenez 2003, 13 - 14.) 
 
The figure below shows the main risks that are involved in international business. 
These risks will influence the buyer's and the seller's preference of the terms of pay-
ment. (Grath 2013, 11.) 
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Figure 2. Different form of risk in international trade (Grath 2013, 11) 
 
Risks in international transactions can be reduced by relying to tested techniques and 
practices, especially a mastery of relevant documents and contracts is required. It is 
important that those who are involved in international trade have an understanding of 
how an effective and complete sales contract is conducted since it will determine the 
other documents needed, e.g. transport documents, payment related documents and the 
insurance policy. (Jimenez 2003, 11.) 
3.3.1 Product, production and transport risks 
Product risks are something that the seller has to accept as part of their commitment. 
It includes the product itself, delivery, specified performance and agreed maintenance 
or service obligations. The product risk could also include some elements of the man-
ufacturing process, e.g. when the product is tailor made or has unique specifications. 
In addition to the product, the physical movement of the goods from seller to the buyer 
needs to be looked at. This includes aspects like the nature of the product, size of the 
delivery, the buyer and their country and the transportation route. 
(Grath 2013, 15.) 
 
The physical movement of goods in international trade includes higher risks than in 
the domestic trade. In international trade the distances are usually long, and the carrier 
may change during the process. The goods may also be stored during the transition 
process. (Jimenez 2012, 14.) The most likely reasons for loss or damage to the goods 
during an international trade are poor handling and stowage of the goods, physical 
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damage during the transportation in the conveyance and theft or pilferage. (Sherlock 
& Reuvid 2008, 293.) 
 
Almost all deliveries in international trade are usually covered by cargo insurance, 
which provides a cover against the physical damage or loss to the goods while the 
goods are transported by sea, air or land or by a combination of these. (Grath 2013, 
17.)  
 
One of the main issues in international trade is the question about who is responsible 
in case the goods are damaged or lost during the transport. Therefore it is important to 
clearly define the point where the risk moves from the seller to the buyer. These issues 
are defined in the trade terms. (Sherlock & Reuvid 2008, 190.) The international trade 
terms, usually referred to as the Incoterms, are standard trade terms developed by the 
International Chamber of Commerce (ICC). The terms define certain essential aspects 
between the seller and the buyer, e.g. allocation of transport costs, customs clearance 
and payment duties, insurance responsibilities and responsibilities in case the goods 
are damaged or lost. (Jimenez 2012, 43.) 
 
In case the goods are damaged or lost it is important to find out exactly where the 
damage happened. If the goods have been damaged or lost before the point where the 
trade term specifies that the risks passes from the seller to the buyer, the seller needs 
to handle the consequences. If the goods are lost or damaged after that point the con-
tractual obligations of the seller are fulfilled and the buyer bears the risks (Sherlock & 
Reuvid 2008, 190.) 
 
The seller and the buyer should also understand the legal rights that they have in rela-
tion to the carriers. In case the damage to the good has happened because of the carriers 
neglect the liability of the carrier can depend on the contractual provisions and ship-
ping information in the Bill of Lading. (Jimenez 2012, 14.) 
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3.3.2 Commercial risks 
Commercial risks, also called purchaser risk, includes risk of the buyer going into 
bankruptcy or being in any other way incapable of fulfilling their contractual obliga-
tions. In addition to buyer’s payment obligation this covers all other obligations ac-
cording to contract necessary for the seller to fulfil their obligations. (Grath 2013, 19.) 
 
Verifying the creditworthiness of a foreign buyer can be sometimes challenging for 
the seller. This creates an additional risk of non-payment, delayed payment or fraud to 
international transactions. (Jimenez 2012, 14.) In practice a commercial risk means 
that even if the complete goods are shipped to the seller undamaged, the buyer might 
still not pay for those goods. (Sherlock & Reuvid 2008, 293.) 
 
The magnitude of the commercial risk is mostly dependent of the value of the contract. 
If the sales include a large sum of money it is likely that the manufacturing and trans-
portation costs are also high. In case the buyer fails to make the payment on time or 
completely this can cause a serious financial threat for the seller. (Bishop 2003, 11.) 
 
In case a contractual dispute is taking place between the seller and the buyer, it may 
be completely legitimate that the buyer is not willing to pay for the goods. The cause 
for this can be that the goods do not meet the requirements stated in the contract How-
ever, in some cases contractual disputes can be a dishonourable effort of the buyer to 
delay or avoid paying for the goods. (Sherlock & Reuvid 2008, 293.) 
 
Up-to-date credit information about any new potential buyer is needed to understand 
the customer risk. However, the seller should be aware that the contents and accuracy 
of the credit information may vary depending on the information available. The re-
ceived information can also be difficult to evaluate and there might be questions about 
how it has been produced and how up to date it is, particularly when dealing with 
customers outside the advanced industrialized countries. When the credit information 
has limited value and there are other risk factors, such as political risks, terms of pay-
ment that reflect the combined risk have to be chosen. (Grath 2013, 21, 25.) 
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The contract is ultimately the single vehicle by which risks are allocated between the 
contractual parties. It is important that the parties knows where they stand if risks ma-
terialise. (Boyce 2003, 3.) 
3.3.3 Political or country risks 
Political or country risk is the risk that the commercial transaction is not realized ac-
cording to contract due to measures emanating from the government or authority of 
the buyer’s own or any other foreign country. Other forms of political or similar risks 
could be measures taken by authorities in the buyer’s home country to put in place 
trade barriers (e.g. product standards, environmental requirements) to promote im-
portant industries within the country. These are often called ‘non-tariff barriers’ and 
they could have negative impact on already agreed business transactions since they are 
often introduced with immediate effect. (Grath 2013, 24, 26.) 
 
Political risks are most often post shipment risks. The cause for political risks is the 
political action of a foreign country or the political action of the country where the 
company is located in.  Political and governmental policies which can possibly have 
negative impacts to international transactions are for example tariff and quota re-
strictions, trade embargoes, restrictive government policies and resale price regula-
tions. (Gordon 2000, 1-41.)  Political risks can also be for example terrorism, strikes, 
wars, riots, currency inconvertibility, currency devaluation or trade disruptions. (Al-
ston, Cook & Raia 2012, 106.) 
 
Political events have an effect to the whole cost structure of the supply chain. For 
example events such as political instabilities can increase the prices of vital natural 
resources like oil. This can increase the costs of the whole supply chain process from 
buying materials to the shipment of finished products. Political risks also often force 
the companies to take security measures that are likely to create extra costs for the 
company. For example political instability can make it impossible for a company to 
use the most convenient routes and methods of transportation. (Alston, Cook & Kelly 
2012, 3.) 
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Certain political risks are often bundled together and referred to as the ''country risk".  
This is a bundle of risks associated with transactions with a buyer or seller within the 
country. There are multiple external services which help companies in analysing po-
litical and economic risks by country, region or a market. These services are provided 
for example by different organizations and banks. The companies can also evaluate 
risks themselves by looking at factors like socioeconomic conditions, government sta-
bility, corruption, law and order and foreign debt stress. (Gordon 2000, 1-42.) 
 
It is not enough to evaluate the countries which are directly involved in the transaction, 
but also countries which relate for example to the suppliers or subcontractors of vital 
components. For example risks such as strikes or lockouts in these countries can cause 
interruptions to the deliveries of vital components. These delays can make it impossi-
ble for the seller to meet the delivery time defined in the sales contract. (Grath 2013, 
26, 29.) 
 
There are different types of insurances available for companies with overseas trade 
and investment activities. Usually the political insurances provide coverage for such 
risks that are not covered in the normal property insurance policies. The coverage is 
available in the form of a civil commotion, terrorism policy and a war risk. (Alston, 
Cook & Raia 2012, 106.) 
3.3.4 Adverse business risk 
Adverse business risks include business practices of negative nature, which are com-
mon in some parts of the world. This could have impact on individual transactions, 
general business and financial standing of the seller and their moral reputation. This 
includes for example bribery, money laundering and facilitation payments. 
(Grath 2013, 21.) 
 
Companies do business in countries where international law permits and the commer-
cial risk is acceptable. However, companies may choose not to do business in nations 
that poses significant reputational and integrity risk. An early warning process can start 
by identifying “watch-list nations” based on an annual governmental lists of nations 
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implicated in state-sponsored terrorism, develop weapons of mass destruction, money 
laundering, drugs and denial of human rights. (Heineman 2008, 64.) 
3.3.5 Currency risks 
A currency risk will arise when the payment is going to be made in another currency 
than in which the seller incurs their costs. In many cases the main costs for the seller 
are incurred in their own local currency, meaning that currency risk is created when 
invoicing is done in another currency. (Grath 2013, 27-28.) 
 
The currency risk can be divided to exchange risk and transfer risk. Exchange risk 
means that the seller may receive less or more money due to fluctuations in exchange 
rates. Transfer risks means situations where the buyer is incapable of transferring cer-
tain currency to the seller due to a regulation or a law. Due to this the buyer is not 
capable of paying for the seller. (Gordon 2000, 1-40.) 
 
When the buyer and seller have different accounting currencies, the currency selected 
for the sales contract will automatically benefit either the seller or the buyer at the cost 
of the other party due to the exchange rate fluctuations between the currencies. How-
ever, the parties do not know in advance which one is the party that will benefit from 
this. (Jimenez 2012, 14.) 
 
There is no direct exchange risk for the seller if the seller is able to negotiate the terms 
of the contract so that the sales price is defined in seller’s own currency. However, if 
the buyer uses a different currency it may be possible that due to exchange rate fluc-
tuations the currency costs for the buyer are so high that the buyer or its bank fail make 
the payment. (Gordon 2000, 1-40.) 
 
If it is not possible to set the price on the seller's currency the risk can be managed by 
using currency options or forward exchange contracts. The purpose of using these is 
to get a fixed exchange rate in which the settlement will be eventually made. The 
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sellers try to fix the price for future date rather than to profit from the currency fluctu-
ations. Usually clever buyers and sellers use some of these options to be able to eval-
uate accurately their future receivables or liabilities. (Bishop 2003, 12.) 
 
By keeping foreign currency on a separate foreign currency account the seller is able 
to remove the exchange risk. The seller can have for example separate accounts for 
US dollars and Euros. The main benefits of having separate accounts for different cur-
rencies however apply to companies which are not only selling but also buying in a 
foreign currency. In the best case scenario the purchases and the sales of the company 
in the foreign currency would be in balance with each other. (Sherlock & Reuvid 2008, 
314.) 
 
One option is also to intentionally do nothing and be prepared to accept that the ex-
change rate fluctuations can have a negative or positive impact to the sum of payment 
that is received. The seller may face a positive surprise once they payment is received, 
however the seller could also end up losing significant revenues. Especially when the 
amounts are large and the profit margins low the company may even face losses. (Sher-
lock & Reuvid 2008, 314.) 
3.3.6 Financial risks 
All international trade transactions contain an element of financial risk. Processes like 
purchasing, production and shipment place a financial burden on the transaction and 
forces the seller to determine how alternative terms of payment would impact on its 
liquidity and how this should be financed. (Grath, 2013, 29.) 
 
The additional element of financial risk in international trade is caused by variety of 
factors. For example the payment period is usually longer in international transactions 
than in the domestic ones. The period is usually 30 days in the domestic market while 
in international transactions it can be for example 90 days, or in some cases even num-
ber of years. This longer period can create serious cash flow problems, especially for 
smaller companies, and hinder their liquidity. (Branch 2006, 39.) 
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The element of financial risk is magnified in international transactions due to addi-
tional investments required by the export program. Starting an export effort requires 
resource commitment. Even strong and stable companies can suffer in case they over-
optimistically invest a lot of money to export operations that fail. (Jimenez 2012, 14.) 
 
Most of the companies that trade internationally make profit or at least are trying to do 
so. For this purpose the receipt of payment is essential. The purpose of the exporter is 
to operate in the way that maximizes and guarantees the possibility that the payment 
will be received completely and on time as well. (Sherlock & Reuvid 2008, 335.) 
 
The financial risk can be managed with suitable payment method. Some methods in-
volve greater risks than others. The safest type of payment method is one that involves 
a guarantee from an independent third party, like Letter of Credit which guarantees the 
financial aspects of the sale. (Alston, Cook & Raia 2012, 105.) There is a difference 
between the terms and the method of payment. Terms of payment mean the time that 
is allowed for the payment to be made. (Sherlock & Reuvid 2008, 335.) 
4 SALES CONTRACT IN THE EXPORT PROCESS 
 
Most contracts involve parties, a buyer and a seller, with common and adverse or op-
posed interests. The common interest is that both parties want to make the trade, but 
adverse interests are e.g. that the buyer wants to buy at the lowest price, and the seller 
wants to sell at the highest price. It is common that two parties attempting to reach 
agreement do not succeed instantaneously. Both parties want to give as little and get 
as much as possible. (Holtz 1997, 21.) 
 
In the sales process the seller will always try to get terms that will maximize the out-
come and minimize the risk. However, the seller must also be prepared to accommo-
date reasonable demands from the buyer in order to be competitive and reach a deal 
that is acceptable to both parties. The risk of not accommodating reasonable demands 
from the buyer is that the deal is lost.  (Grath 2013, 9.) 
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4.1 Definition of a sales contract 
A contract is an agreement that defines a relationship between one or more parties, and 
a commercial contract is an agreement made by two or more parties for the purpose of 
transacting business. The commercial contract may be oral or written. When a com-
pany enters into a commercial contract with an unfamiliar party across a country bor-
der, a contract takes on added significance. The creation of an international contract is 
a complex process since the parties have different societal values, practices and the 
laws. Since these factors can lead to misunderstandings the contracting parties should 
define their mutual understanding in contractual, and preferably written, terms. (Ship-
pey 2009, 1.) 
 
Under most legal systems a contract is created by the conjunction of offer and ac-
ceptance. In international trade this may be manifested in different ways, like by the 
exchange of pro forma invoice (offer) and purchase order (acceptance). A good sales 
contract will cover all the principal elements of the sales transaction to avoid surprises 
and uncertainties. The parties’ respective duties will all be clearly detailed in the con-
tract. (Jimenez 2003, 78 - 82.) 
 
A contract is not valid and cannot be enforced if the content of what it covers is illegal, 
e.g. an agreement to cooperate in smuggling drugs is an agreement to do something 
criminal and so invalidates the agreement as a contract. In addition, no contract can 
overrule or prevail over the laws and powers of the governments. (Holtz 1997, 14.) 
4.2 Content of the sales contract 
It is important to recognize that it is not possible to cover every gap and fill all the 
loopholes by the contract provisions since they are not known. Even if it is not possible 
to create the perfect contract the contract provisions should be drafted as clearly as 
possible. By that there will be fewer disputes. If terms are left out of the contract or if 
they are open to interpretation, the gaps will be filled in by application of the law. In 
cross-border contracts, the implied terms will vary based on which country’s law is 
applied. (Shippey 2009, 85.) 
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There are number of terms and conditions in an international sales agreement that re-
quire special consideration, like (Johnson & Babe 2010, 301-312.) 
- selling and purchasing entities 
- quantity 
- pricing 
- currency fluctuations 
- payment methods 
- export financing 
- passage of title, delivery, and risk of loss 
- warranties and product defects 
- pre-shipment inspections 
- export licenses 
- import licenses and foreign government filings 
- governing law 
- dispute resolution 
- termination 
 
Since it is usually necessary to know when a contract was entered into, a contract must 
be dated. If there is no special dating of contract signatures, it is assumed that the 
contract was signed by all parties on the same date that appears as the contract date. 
(Holtz 1997, 17.) 
4.2.1 Selling and purchasing entities 
The contract must specify clearly who the contracting parties are. To qualify as a con-
tract, the parties must be legally competent, e.g. qualified to enter into contract. If that 
is not the case, the contract is null and void, and cannot be enforced legally. However, 
as a result of that the parties might get involved in lawsuits, especially if money has 
changed hands. (Holtz 1997, 14.) 
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4.2.2 Quantity, pricing, currency fluctuations 
The parties should always be certain to come to a definite understanding on the goods 
sold (quantity, type, and quality) and the price. (Shippey 2009, 31.) The price may be 
a price per unit or a total price, but preferable both. The price should also state the 
currency of the transaction and whether shipping to a particular destination, insurance, 
taxes, customs duties, and other costs are included. The quality must be stated objec-
tively using applicable industry standard designations (Hinkelman 2008, 21.) Vague 
terms should be avoided. (Holtz 1997, 6.) 
 
When the duration of the contract is long, or when inflation or currency fluctuations 
make it sensible, exporters should consider including price escalation or adaptation 
clauses. The price could be made firm for a given period of time, and beyond that time 
to peg it to publicly available indexes. This leaves some uncertainty in the price, but 
the mechanism for fixing the price later should be clear. (Jimenez 2003, 88.) 
4.2.3 Payment methods and potential export financing 
The parties should always be certain to come to a definite understanding on the time 
and means of payment. (Shippey 2009, 32.) The payment methods in international 
trade are similar than in domestic business, but include higher risks due to complexities 
involved in cross-border transactions. The terms of payment used will depend on 
things like the relationship between the parties, industry norms, potential for currency 
fluctuation, and political and economic stability. (Hinkelman 2008, 10.)  
 
In international trade it is more common to utilize payment methods that are designed 
to give the seller a greater level of protection. The reason for this is that if the buyer 
fails to pay, it is much more difficult for a seller to go to a foreign country, institute a 
lawsuit, attempt to attach the buyer's assets, or otherwise obtain payment. (Johnson & 
Babe 2010, 305.) 
 
The four basic terms of payment used in international trade are: cash in advance, doc-
umentary credit, documentary collection and open account. Cash in advance provides 
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greatest security for the seller since payment is received prior to shipment while the 
open account provides greatest risk since the seller is reliant on the buyer’s ability and 
willingness to pay after the shipment is made. Documentary credit (Letter of Credit) 
and documentary collections provide almost equal security and risk for both parties. 
When documentary credit is used bank is committed to pay the seller a specified sum 
on behalf of the buyer under precisely defined conditions and the seller is assured that 
payment will be received after the goods are shipped as long as the conditions are met. 
When documentary collection is used the seller ships the goods and sends the docu-
ments, including bill of landing (title document), through banks with instructions to 
release them to buyer only upon payment.  (Hinkelman 2008, 11.) 
 
If export financing provided by government agencies is going to be utilized, it should 
be discussed in the international sales agreement. By that the buyer will be aware that 
the seller intends to use such financing. The sales agreement should specify the docu-
mentation that the buyer needs to provide in order for the seller to obtain such financ-
ing, and the seller's obligation to sell and make shipment at specific dates. (Johnson & 
Babe 2010, 307.) 
4.2.4 Passage of title, delivery, and risk of loss 
The transfer of legal title of goods in international transactions is covered by national 
law. The parties are free to specify how the title passes, but they need to verify that the 
method they chose is permitted by the applicable national law. The retention of title 
clause provides that the seller retains legal ownership of the goods until the purchase 
price is fully paid. If the contract does not include retention of title clause the title 
passes to the buyer independently of the payment of the purchase price. In some coun-
tries the title will pass at the moment of the physical delivery of the goods, in some 
others it passes according to the agreement between parties.  (Jimenez  2003, 87 - 88.)  
 
Delivery can be either specified by a ship date or by a date of receipt. When ship date 
is used, the buyer should have some degree of control over the method of shipping, 
and when receipt date is used the seller should be in some control of the method of 
shipping. (Hinkelman 2008, 21.) 
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In international contracts delivery, transport and insurance are best covered by refer-
ence to Incoterms (trade terms defined by ICC). Incoterms cover allocation of interna-
tional transport costs, transfer of risk, responsibility for customs clearance and duties, 
and responsibility for obtaining insurance coverage. However, Incoterms are fairly 
general terms, and parties may make additional specifications e.g. with respect to exact 
manner of delivery, the amount and duration of insurance, and limitations on suitable 
transportation. (Jimenez 2003, 87.)  
4.2.5 Warranties and product defects 
The warranty may take several forms, such as warranty of performance, warranty 
against defects or warranty against patent or copyright infringement. There is also the 
period of warranty and the remedy offered in the event of a defect covered by warranty. 
(Holtz 1997, 165.) 
 
From the seller's point of view one of the most important provisions in an international 
sales contract is the one that specifies the warranty terms. Under the laws of most 
countries, unless the seller limits its warranty expressly in writing in its agreement, the 
seller will be responsible and liable for foreseeable consequential damages that result 
to the buyer from defective products. Such consequential damages can far exceed the 
profits that the seller has made on such sales. The sales agreement should specify ex-
actly what warranty the seller is giving for the products. (Johnson & Babe 2010, 308.) 
4.2.6 Pre-shipment inspections 
There are two types of inspections – commercial and statutory. Commercial inspec-
tions will relate to the terms of a contract between the parties. The scope of the inspec-
tion is determined either by the actual terms of the contract or by established trade 
practices. The inspector will usually verify that the goods are in line with the specifi-
cations described in the order and that the quantity ordered is complete and adequately 
packed for shipment. It is also possible to verify manufacturing quality or performance 
standards by further checks or tests. Statutory inspections will be governed by the reg-
ulations or standards for particular products, irrespective of the terms of sale. They 
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will have to verify that the goods conform to the precise requirements of national or 
international standards. (Reuvid 2004, 346.) 
 
The terms and conditions of pre-shipment instruction should be specified in the inter-
national sales agreement, including the type of pre-shipment inspection, its scope, its 
terms, and the consequences if the inspection is unfavourable. (Johnson & Babe 2010, 
308-309.) 
4.2.7 Export licenses, import licences and foreign government filings 
When an export license is required in an international sales agreement, the exporter 
should state in the sales contract that it is required and should require the buyer to 
provide the necessary documentation to apply for the license. In case the buyer fails to 
provide needed documentation, the seller would be excused from making the export 
sale and could claim damages. The sales contract should also specify that the buyer is 
responsible for obtaining all necessary import licenses and making any foreign gov-
ernment filings. The contract should state that the buyer will obtain such licenses suf-
ficiently in advance. (Johnson & Bade 2010, 309.) 
4.2.8 Governing law       
Although references are frequently made to the ‘global marketplace’, there is no such 
thing as a ‘global’ legal system containing laws of universal application. Different sys-
tems exist in the world today, and it should hardly be surprising to find disparity in the 
laws of countries that have had fundamentally different historical, cultural and political 
development. (Nayler 2006, 7) Due to the lack of uniform rules for agreements the 
parties are forced to rely on national laws which do not take into account the specific 
needs of international trade and differ substantially from one country to another. 
(Bortolotti, Ferrier, Lando, Matray, Meyer Swantee & Roberts 1993, 1.) 
 
In international sales agreements the rights and obligations of the parties will be gov-
erned by either the law of the country of the seller or the law of the country of the 
buyer. The laws of most countries permit the seller and buyer to specifically agree on 
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which law will apply, and that choice will be binding upon both parties. If the govern-
ing law is not agreed by the parties, it will be extremely difficult to determine with any 
confidence which law governs the sales agreement when a dispute arises. (Johnson & 
Bade 2010, 309-311.) 
 
In recognition of the difficulties faced in contracting across country boundaries, the 
international community has begun to adopt systems of laws and rules to be applied 
instead of local laws in transactions between parties located in different countries. The 
intent behind this is to ensure that all parties are subject to the same set of rules. If 
parties to an international sales contract are nationals of countries that have acceded to 
an international treaty or pact, like the United Nations Convention on the International 
Sale of Goods (CISG), they may rely on international law to determine at least some 
of their rights and obligations. (Shippey 2009, 10.) 
 
The Convention on Contracts for the International Sale of Goods permits parties lo-
cated in countries that are parties to the Convention to exclude the application of the 
Convention and to choose the law of either party. However, for companies located in 
any of the countries that are parties to the convention, if the seller and buyer do not 
agree on which law will apply, the provisions of the Convention will automatically 
apply. (Johnson & Bade 2010, 104-105.) 
4.2.9 Dispute resolution and termination 
One method to resolve disputes that may arise between the parties is litigation in the 
courts, and another one is arbitration. (Johnson & Babe 2010, 105-106.) It is not un-
common to include a special clause in the sales contract that provides for arbitration 
in the event a dispute arises. The clause normally defines what matters are to be arbi-
trated, if the findings are binding and by whom and where the arbitration is to be con-
ducted. (Holtz 1997, 167.) 
 
Arbitration clause is included in the contract when both parties agree to arbitration 
rather than legal action to resolve a dispute. When it is used there are advantages and 
disadvantages for both the buyer and the seller, and as a result of that it should not be 
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agreed to without a thought. (Hinkelman 2008, 22.) Arbitration is unlikely to save 
much in expenses and may not involve a significantly shorter time period to resolve 
the dispute. (Johnson & Babe 2010, 311-312.) 
 
The right to cancel or terminate a contract may often not be exercised but will be im-
portant if the occasion arises. Express cancellation rights should be included in every 
contract, even if the parties do not anticipate the need. In international contracts, the 
termination clause takes on added significance since the parties are dealing with in-
creased number of factors that are beyond their control than in domestic contracts. This 
includes factors like long distance transport, customs clearance, different markets and 
customs, and distinct economic and political forces. In case termination is not ex-
pressly covered by the sales contract, courts are likely to assume that the parties in-
tended termination based on a reasonable justification only. (Shippey 2009, 106-107.) 
4.3 Relationship between the sales contract and a Letter of Credit as a payment 
method 
The purpose of the Letter of Credit is to provide a sense of security in terms of payment 
to the seller and credit to the buyer. The concept revolves around using the bank as a 
mediator between the seller and the buyer in order to effect payment. The Letter of 
Credit is utilized if it is the agreed method of payment in the sale contract. When the 
credit is opened, the bank becomes a party to a new separate contract with its own 
duties and obligations. This means that there are two distinct contracts in operation, 
one relating to the Letter of Credit and the other representing the underlying sale con-
tract, working independently of each other. (Website of the Law Teacher 2016.) 
 
Every Letter of Credit transaction arises from an agreement between a buyer and a 
seller. (Gordon 2000, 3-1.) Under most legal systems a contract is created by the con-
junction of offer and acceptance. (Jimenez 2003, 78 - 82.) Since quotation is an offer 
to sell and acts as one-half of a contract it should include all information needed by 
the buyer to make a purchase decision. In every quotation the exporter should include 
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the terms of payment and state how the exporter is to be paid. If instructions are re-
quired, as with Letter of Credit, instructions should be included or referred to.  (Gordon 
2000, 3-6 – 3-7.) 
 
The intention of Letter of Credit instructions is to result in receipt of Letter of Credit 
that will be acceptable without requiring amendment. The Letter of Credit instructions 
addresses a number of important issues, like (Gordon 2000, 3-9 – 3-12.) 
- identifies the beneficiary 
- stipulates the documents the exporter expects to provide 
- stipulates how the Letter of Credit is to be issued and available 
- stipulates when shipment will occur in relation to the Letter of Credit 
- any other requirements the seller may have  
 
The seller (beneficiary) is responsible for preparing and presenting documents in ac-
cordance with the terms of the sales contract. If the documents are incorrect or incon-
sistent there is a risk that they will be refused, and time and money is wasted. The 
buyer (applicant) is initially responsible for listing and clearly communicating to the 
seller the documents that are required. (Hinkelman 2008, 149.)  
5 LETTER OF CREDIT 
5.1 Definition of a Letter of Credit 
The Letter of Credit, also known as a Documentary Credit or a Banker’s Commercial 
Credit, is a method of payment that gives a sense of security to the seller who does not 
know buyer’s credit history, and also protects buyer who may be doubtful about the 
seller’s intentions or abilities to supply the goods. The use of Letter of Credit may have 
started more than 150 years ago, but throughout the 20th century they have carved a 
niche in modern day cross-border trade, becoming a widely accepted means of pay-
ment in commerce. (Website of the Law Teacher 2016.) 
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Letter of Credit is one of the most common payment methods used in international 
transactions since it offers high degree of protection for both of the parties. The buyer 
has the chance to determine and specify the exact documentation needed from the 
seller before the payment is made, while the seller gets a guarantee that the payment 
is made after the goods are shipped in case the seller is able to present the required 
documentation for the bank. (Hinkelman 2008, 13.) 
 
Letter of Credit is the buyer’s bank's (issuing bank’s) written agreement that it will pay 
the sum of money specified in the Letter of Credit to the seller according to the in-
structions it has received. The payment will happen once the seller (beneficiary) has 
presented the documents stipulated in the Letter of Credit for the issuing bank. (Elo-
niemi 2011, 17.) Letter of Credit is not a guarantee, it is a conditional promise from a 
bank in which the condition is that the conditions of the Letter of Credit are fulfilled. 
(Gordon 2000, 2-1.) 
 
The main value in a Letter of Credit to the seller (beneficiary) is that there is a payment 
commitment made buy a third party, which is a bank. In many countries banks are 
considered to be reliable and responsible organizations which are believed to comply 
with ethical business practices and to handle their commercial dealings with caution. 
(Gordon 2000, 2-1 – 2-2.) 
5.2 Types of Letter of Credits 
The type of Letter of Credit can be revocable or irrevocable, confirmed or uncon-
firmed, or clean or documentary. A revocable Letter of Credit is not a definite un-
dertaking by the issuing (buyer’s) bank while an irrecoverable Letter of Credit is a 
definite undertaking of the issuing bank provided that the terms and conditions of the 
Letter of Credit are complied with. When unconfirmed Letter of Credit is used the 
issuing bank has a binding obligation to pay if all the terms and conditions of the Letter 
of Credit have been met, while in case of the confirmed Letter of Credit a second bank 
makes an independent undertaking to pay against documents presented in line with the 
terms and conditions of Letter of Credit. A documentary Letter of Credit is payable 
against the presentation of shipping or delivery documents while the clean Letter of 
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Credit calls for payment against presentation of a demand for payment. (Gordon 2000, 
4-1 – 4-5.) 
 
The primary function of a standby Letter of Credit is to serve as a security rather than 
a payment mechanism. The beneficiary (seller) can claim payment in the event the 
contract partner (buyer) has failed to fulfil certain obligations. (Jimenez 2012, 129.) 
 
When “at sight” documentary credit is used the seller will be paid after having pre-
sented the documents conforming to the terms and conditions of the Letter of Credit. 
When a deferred payment documentary credit is used the seller grants the buyer a 
term of payment, and the seller will be paid when the term of payment has elapsed. 
(Website of Nordea.) 
5.3 The Uniform Customs and Practice (UCP) for Documentary Credits 
Since the 1920s banks have started to create, modify and amend the rules they are 
using to handle Letter of Credits. These rules are the Uniform Customs and Practices 
for Documentary Credits (UCP). (Gordon 2000, 2-1.) These are set up by the Interna-
tional Chamber of Commerce (ICC), (Website of the Law Teacher) and accepted by 
most of the banks in the world as a standard for handling Letter of Credit. (Gordon 
2000, 2-1.) These rules are used by all the banks operating in Finland. (Eloniemi 2011, 
17.) 
 
The sales contract may stipulate the use of the UCP rules governing the credit transac-
tion. These rules only serve as a governing statute if the underlying contracts expressly 
stipulate its use. (Website of the Law Teacher 2016.) The UCP rules state that the 
bank’s task is to deal only with the documents, not with the goods, performance or 
services to which the documents may be related to. (Jimenez 2012, 121.) 
 
The UCP rules define comprehensively the use of Letter of Credits and govern for 
example different documents, definitions, interpretations, obligations and the roles of 
the banks. (Eloniemi 2011, 17.) The rules are more flexible than international or na-
tional laws as it is a codification of an actual trade practices which are based on the 
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experiences of trade bankers, importers and exporters. The rules can also be more eas-
ily updated than an international law or a treaty. (Jimenez 2012, 125.) 
Although various translations of the UCP have been made to many different languages, 
the official one is still the English version. The translated versions are there to help the 
correct usage of the rules in daily work, but in case there is a contradiction between 
the versions the English one will overrule the translated one. (Eloniemi 2011, 17.) 
5.4 Reasons for using Letter of Credits 
The purpose of the Letter of Credit is to provide a sense of security in terms of payment 
to the seller and credit to the buyer. The concept revolves around using the bank as a 
mediator between the seller and the buyer in order to effect payment. (Website of the 
Law Teacher 2016.) 
 
When a Letter of Credit is being used the exporter has the guarantee of a payment from 
the issuing bank as long as it obeys the terms of the Letter of Credit, meaning that the 
payment does not depend on the buyers will or capability to pay for the goods. In 
addition to that the payment date is also specified when Letter of Credit is used. (Web-
site of Nordea.)  
 
Letter of Credit and cash in advance are the two payment methods that convert sales 
into cash in a relatively risk free and timely manner. For some exporters, especially 
those in weak financial condition or heavy demands for cash flows, these two methods 
may be the only acceptable options. The value of Letter of Credit to the exporter is that 
the payment commitment is made by a third party, a bank which in most countries is 
a reliable organisation. The other reasons why an exporter might demand a Letter of 
Credit could be for example a company policy requiring use of cash in advance or 
Letter of Credit, or the use Letter of Credit as collateral to the exporter’s bank in sup-
port of loans. (Gordon 2000, 1-33 – 2-2.) 
 
Letter of Credit offers also security for the buyer since the bank will not make the 
payment if the documents do not assure that the buyer's terms are fully obeyed. The 
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buyer will also get the guarantee that the delivery of the goods will take place in ac-
cordance with the requirements of the Letter of Credit. (Website of Nordea.)  
5.5 Letter of Credit process 
5.5.1 Issuance of the Letter of Credit 
At first an agreement (sales contract) between the buyer and the seller is made where 
payment by Letter of Credit is agreed.  The next step is that the buyer (applicant) will 
instruct their bank (issuing bank) to raise the Letter of Credit. It will then be passed to 
the beneficiary (seller) through the issuing bank’s correspondent bank (advising bank) 
in the exporter’s country. (Sherlock & Reuvid 2011, 345.) 
 
 
Figure 3. Issuance of Letter of Credit (Website of the Trade Development Network 
2010) 
 
The four basic parties in Letter of Credit transactions are as follows (Hinkelman 2008, 
39.) 
- The buyer (applicant) is the party applying to his bank to open the Letter of Credit 
naming the seller as beneficiary 
-  The issuing (buyer’s) bank is the bank issuing the Letter of Credit naming the 
seller as beneficiary, and sends it to the advising bank 
- The advising/confirming (seller’s) bank is the bank advising the seller of the 
credit, which is typically the seller’s regular business bank located in the seller’s 
country 
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- The seller (beneficiary) is the party that receives notification (advice) of the credit 
from the advising bank, complies with the terms and conditions of the Letter of 
Credit, and gets paid 
 
The seller must ensure that all details included in the L/C can be complied with when 
the documents are to be prepared for presentation at the bank. If not accurately 
amended, when the Letter of Credit is first received, it may be difficult to get correc-
tions later. (Grath 2013, 63, 66.) 
5.5.2 Utilization of the Letter of Credit 
If the terms and conditions in the Letter of Credit are as planned and no amendments 
are needed, the exporter's task is to prepare the goods for shipment and to advice the 
forwarder to prepare the required transport documents, e.g. Bill of Lading (title docu-
ment). (Jimenez 2003, 26,181). After the shipment has started and the seller has all the 
necessary documents it presents them to the bank that is nominated in the credit to 
effect payment. (Arvonen & Sievi-Korte 2013.) 
 
One of the main documents in the Letter of Credit process is the Bill of Lading (title 
document), which allows the buyer to take the goods from the harbour or from the 
place where the goods are shipped to. (Hinkelman 2008, 13.)  
 
 
Figure 4. Payment under Letter of Credit (Website of the Trade Development Net-
work 2010) 
 
Once the bank receives the documentation it examines it in order to make sure that 
they comply with the terms of the Letter of Credit. (Jimenez 2003, 26 & 181). It is 
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highly important that the documents are accurate and consistent with the terms of the 
Letter of Credit.  In case there are discrepancies the issuing bank and buyer have the 
right to refuse to make the payment. In many cases the documents presented to the 
bank contain some errors which can cause delay or prevent the fulfilment of the credit. 
(Hinkelman 2008, 13.) 
 
In case it is determined that there are discrepancies in the documents, the bank should 
contact the seller for instructions. The best option is to correct the discrepancies and 
represent the corrected documents within the validity of the credit. If that is not possi-
ble the seller can try to get the payment authorised despite the discrepancies or get the 
bank to send the documents at the seller’s risk. (Gordon 2000, 3-42 – 3-44.)  
 
If the discrepancies cannot be corrected the security of the Letter of Credit is lost. The 
bank may contact the buyer, via the issuing bank, and inform them of the discrepan-
cies. The buyer then has the right to accept or reject the documents. The problem for 
the seller is that the goods are on their way, or arrived at, the destination. The worst 
case scenario is if that the goods are not cleared into the importing country or returned 
to the exporting country they will be auctioned off. (Sherlock & Reuvid 2008, 353.) 
 
Once the documents are examined by the seller’s bank, it arranges the payment to the 
seller and transmits the documents to the issuing bank. In case the documents are in 
line with the terms and conditions of the Letter of Credit the issuing bank reimburses 
the nominated bank and gives the documents to the applicant (buyer), who can present 
them to the shipping company and take over the goods. (Arvonen & Sievi-Korte 2013.) 
 
The way that the exporter gets paid depends on the type of the Letter of Credit. The 
exporter can get paid immediately ("sight” credit), or later ("deferred payment" credit). 
A draft that is payable in the future can also be discounted to a partial, immediate 
payment. (Jimenez 2003, 26.) 
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5.5.3 Confirmed Letter of Credit 
In case the beneficiary (seller) has asked for the Letter of Credit to be confirmed, it 
requires that the buyer attains a confirmation of the Letter of Credit from another bank, 
usually from one that is located in the same country than the seller. (Jimenez 2003, 
25). When the Letter of Credit is confirmed the confirming bank should be treated as 
it was the issuing bank. Usually the issuing bank asks the confirming bank to add its 
confirmation so that the confirming bank becomes the one who has the primary liabil-
ity on the Letter of Credit. (Gordon 2000, 2-3.) 
 
Confirmed Letters of Credit is commitment to pay from both the issuing and the ad-
vising banks. The advising bank’s commitment to pay is independent of that of the 
issuing bank. This means that when documents conforming to the requirements of con-
firmed Letter of Credit are presented in a timely manner, the payment from the advis-
ing bank to the seller is final in all respects. (Hinkelman 2002, 182.) 
 
Exporters also have the possibility to ask their own banks add a "documentary pur-
chase agreement", which is a silent confirmation from the exporter's bank. (Gordon 
2000, 2-3.) 
5.6 Disputes 
If the seller is able to present conforming documents, the bank must normally pay 
against the documents. The only exception is when manifested fraud is involved. How-
ever, payment under a Letter of Credit might not be the end of the story. The buyer 
may take legal actions even if the payment is received under the Letter of Credit. The 
availability of potential remedy is subject to applicable law, which in turn depends on 
provisions in the sales contract. (Jimenez 2003, 26 - 27) 
 
In case interpretation of the provisions of the ICC rules on documentary credits (UCP) 
are involved in the dispute, the dispute may be also settled by a DOCDEX decision 
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process, which is a less expensive than arbitration or court action. However, the draw-
back is that the decision is not binding unless the parties agree to make it so. (Jimenez 
2003, 27) 
5.7 Costs of using Letter of Credits  
It is important that the seller knows all the Letter of Credit charges when the selling 
price is defined and factors them into the selling price. Generally the fee splitting ar-
rangement is for the buyer to absorb most of the costs incurred in setting-up the Letter 
of Credit while the costs in the seller’s country are usually the responsibility of the 
seller (beneficiary). However, the seller and buyer can arrange to split the fees differ-
ently. The fees for the seller normally include the following:   
- advising  
- payment  
- potential discrepancy related payments 
- communication charges to buyer’s bank 
- courier and postage 
- reimbursement bank charge and bank-to-bank reimbursement  
(Website of the Credit Management World 2016.) 
5.8 Typical problems and risks with Letter of Credits 
Common problems associated with the Letter of Credit process are problems with the 
Letter of Credit, Bill of Lading, insurance and inconsistencies among documents. 
Faulty and fraudulent documentation are the major risks for parties involved in inter-
national trade, leading to refused or delayed payment. (Website of the International 
Trade Forum Magazine) 
 
If the discrepancies related to Letter of Credit documentation cannot be corrected the 
security of the Letter of Credit is lost. The bank may contact the buyer, via the issuing 
bank, and inform them of the discrepancies. The buyer then has the right to accept or 
reject the documents. The problem for the seller is that the goods are on their way, or 
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arrived at the destination. The worst case scenario is if that the goods are not cleared 
into the importing country or returned to the exporting country they will be auctioned 
off. (Sherlock & Reuvid 2008, 353.) 
6 CASE COMPANY 
6.1 Rolls-Royce Oy Ab 
Rolls-Royce Oy Ab is a member of the Rolls-Royce Marine division within Rolls-
Royce group. It was established in 1988 through the merger of Rauma-Repola Ship-
yard’s Deck Machinery Works (established in 1940) and Hollming Shipyard’s Engi-
neering Works (established in 1965). The company was acquired by Vickers in 1995 
and by Rolls-Royce in 1999. (Website of Rolls-Royce Oy Ab Intranet 2016.)  
 
Rolls-Royce Oy Ab has production sites in Rauma and Kokkola and they have 550 
employees in Rauma and 78 in Kokkola. The turnover was 468 million euros in 2005. 
It has three product groups – Azimuth Thrusters, Deck Machinery and Water Jets. 61% 
of the 2015 turnover came from Azimuth Thrusters, 10% from Deck Machinery, 2% 
from Waterjets and 27% from Services. Most of the company’s turnover (99 %) came 
from export. (Website of Rolls-Royce Oy Ab Intranet 2016.)    
 
 
Figure 5. Rolls-Royce Oy Ab’s product groups (Website of Rolls-Royce Oy Ab In-
tranet 2016)    
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6.2 Export process 
When exporting Rolls-Royce Oy Ab must comply with export control legislation. All 
countries Rolls-Royce do business with control the export of certain technologies, but 
each country controls different technologies in different ways. Within Rolls-Royce the 
group (Rolls-Royce plc) concentrates on initiatives at strategic government level, 
whilst individual businesses are responsible for their own licensing decisions. Rolls-
Royce has nominated Export Point of Contacts (EPOCs) to provide a first point of 
contact within the business for export control matters. EPOCs provide guidance to help 
process export transactions and alert business to larger issues. Currently Rolls-Royce 
Oy Ab has 8 individuals in Rauma and 7 in Kokkola acting as EPOC in addition to 
their daily work. (Website of Rolls-Royce Plc Intranet 2016.) 
 
Once potential export control issues are cleared, the company can export its goods and 
services. In Rolls-Royce Oy Ab the Azimuth Thruster products are produced and 
shipped from Finland while the Deck Machinery products are produced and shipped 
from factories located in Poland, South Korea and China. In addition to the main Deck 
Machinery deliveries from these three factories, some vital parts are delivered to cus-
tomers as separate shipments. These vital parts were shipped from Finland until late 
2015, and after that from Poland. 
 
When exporting Rolls-Royce Oy Ab needs to take care of export custom clearance. 
These activities are outsourced, and the used partners vary based on the production 
location. 
6.3 Letter of Credit process 
Rolls-Royce Oy Ab’s Letter of Credit process is coordinated by a Trade Finance team 
located in Rauma. From the Trade Finance team’s point of view the process includes 
the following steps:  
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1. Check Letter of Credit related terms from draft contract document 
When needed, the Trade Finance team provides guidance for the Letter of 
Credit related contractual terms and conditions. This guidance if normally pro-
vided for individuals in Sales and Sales Support organisation. 
 
2. Request issuance of Letter of Credit 
Based on project schedules set by Contract Managers the Trade Finance team 
requests customer to issue the Letter of Credit. This request includes opening 
instructions.  
 
3. Check conditions of draft Letter of Credit 
The Trade Finance team checks issued draft Letter of Credit (if issued by the 
customer). This check includes all shipment related conditions and required 
documents. If needed, the Trade Finance requests amendments until the Letter 
of Credit can be approved.  
 
4. Approve opened Letter of Credit 
The Trade Finance team approves Letter of Credit document received from the 
advising bank. When needed, amendments are asked from the customer. 
 
5. Prepare and check Letter of Credit related documents 
The Trade Finance team prepares documents, like invoices, according to Letter 
of Credit and checks documents, like bill of lading, from third parties. If needed 
they request changes to documents until they are acceptable.   
 
6. Negotiate documents 
The Trade Finance team negotiates documents with bank according to condi-
tions of Letter of Credit.  
 
7. Follow-up payments 
The Trade Finance team follow-up of Letter of Credit related payments. 
 
The overall Letter of Credit process for both Azimuth Thrusters and Deck Machinery 
products is the same, but the process for Deck Machinery is more complex since the 
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goods are not shipped from Finland. The local forwarding department and external 
partners in Poland, South Korea and China are involved in the process by controlling 
deliveries and helping with the needed documentation. Even if these departments/par-
ties are involved in the process, the overall responsibility of approving the documents 
sits in the Trade Finance team in Rauma. 
7 RESEARCH METHODOLOGY 
7.1 Research background  
Research means a systematic process by which additional knowledge is gathered from 
a specific subject. Research can be divided into several types based on the purpose of 
the research. The aim of the process can be for example to make contributions to the 
knowledge base of a specific field (pure research), improve a particular practice (ap-
plied research), evaluate the value of something (evaluation research) or to identify a 
particular problem (action research). (Merriam 2009, 4.) The research type of this the-
sis is applied research. 
 
The aim of a research based development is to solve organization's problems and to 
develop existing practises and new ideas. New working methods, products or services 
can be created in companies and organizations with the help of development work. 
The basis of the development work is systematically and critically evaluating theoret-
ical and practical background information about the phenomena. Various research 
methods can be used in this type of development work. (Ojasalo, Moilanen & Ritalahti 
2009, 12, 18.) 
 
Research based development can start due to various causes. For example the organi-
zation may want to improve or change something. Instead of only explaining and de-
scribing things, research based development also focuses on solving problems and pro-
ducing new ideas and practices. The main difference between a scientific research and 
a research based development is that in addition to producing new theory the aim is 
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also to make practical improvements and solutions. (Ojasalo, Moilanen & Ritalahti 
2009, 19). This thesis is a research based development. 
7.2 Research strategy and design 
Before conducting the research a research strategy needs to be selected. The research 
strategy is not the same thing than research methodology. The research strategy means 
the manner of an approach that is taken towards the research rather than the concrete 
methods. These strategies do not have their own predetermined methodologies since 
both quantitative and qualitative methods can be utilized in most research strategies. 
There are six types of research strategies that are especially suitable for research based 
development. These are case study, action based research, constructive research, pro-
ducing innovations, forecasting and network analysis. (Ojasalo, Moilanen & Ritalahti 
2009, 51; Kananen 2015, 67) 
 
The selection of one research strategy does not exclude all the other available strate-
gies. Features of more than one research strategy can appear in one research in case 
they are properly justified and described in the reports related to the research work. 
(Ojasalo, Moilanen & Ritalahti 2009, 51) 
7.2.1 Case study 
Case studies are typical research strategies especially in business sciences. They are 
based on already existing theories and to previous studies conducted in the chosen 
field. Case studies are usually a combination of both qualitative and quantitative meth-
ods and they usually offer deep and comprehensive description about the cases that are 
being researched. (Ojasalo, Moilanen & Ritalahti 2015, 52-53; Kananen 2015, 67) 
 
The first phase of a case study is getting familiar with the available literature and find-
ing the relevant information about the topic on hand. By this the researcher will gain 
needed information to be able to collect the material for the empirical part. Both quan-
titative and qualitative methods can be used for case studies by either choosing one or 
using both of them. Concrete methods that can be used for case studies can be for 
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example interviews, surveys, observations or analysis. By conducting the empirical 
part the researcher will be able to create the development ideas or models. (Ojasalo, 
Moilanen & Ritalahti 2015, 54) 
7.3 Research methods 
Research methods are the concrete methods or ways that are used to solve a research 
problem. Selecting a research method requires that the author is well familiarized with 
the problem. Methods that are scientifically approved are used in order to produce 
reliable information to which the solution can be based on. (Kananen 2015, 65) 
 
There are different research methods. The data collection methods can be divided into 
qualitative and quantitative methods. These methods are complementary and in some 
cases it is difficult to clearly classify whether a specific method is qualitative or quan-
titative. (Hakala 2004, 113; Hirsjärvi, Remes & Sajavaara 2007, 131– 133)  
 
The research problem defines the most suitable methods. In case there is already ex-
isting theory and previous studies available about the research problem quantitative 
methods can be used. Qualitative methods are favoured and in some cases even re-
quired, like when people's everyday behaviour or life historie's are being researched. 
(Silverman 2010, 10; Kananen 2015, 67) 
7.3.1 Qualitative methods 
Qualitative methods include a wide set of data collection methods which can for ex-
ample be in depth or conversational interview, participant observation, case study, per-
sonal experience, observation and interaction. Qualitative methods produce infor-
mation that is not based on statistical procedures or any other means of quantification. 
Subjectivity and the authenticity of human experience is a strong feature in the quali-
tative research. Things are studied usually in their natural settings in order to interpret 
or make sense of things. The interpretation of the collected material is subjective due 
to the meanings people bring to the interpretations of the phenomena. (Kuada 2012, 
93; Newman & Benz 1998, 16) 
47 
The basic idea behind qualitative research is that there are multiple interpretations and 
realities of one event instead of a single observable reality. Instead of finding reality 
researchers construct it. Some of the key characteristics in qualitative research are that 
the focus is on understanding and meaning of the process, the researcher is the primary 
instrument in the data collection and analysis, and the end product is largely descrip-
tive. The central activities in qualitative research are analysing, observing and inter-
viewing (Merriam 2009, 2, 14) 
7.3.2 Quantitative methods 
Quantitative research methods are methods that give a general image about the rela-
tionships between measurable variables. They answer for example to questions like 
how much and how often. Quantitative methods also focus especially on the cause and 
effect relationships between things. Objectivity is essential in this type of research, 
which means that the researcher does not have an effect to the research result. Quanti-
tative studies have a limited amount of variables that the researcher will select. Varia-
ble can be an attribute, action or a fact concerning for example a person such as an 
occupation, sex, age or gender. Research instruments providing quantitative infor-
mation or verbal information turned into quantitative information are used. Survey, 
interview and observation forms are commonly used research instruments. (Mujis 
2004, 7; Vilkka 2007, 13-14) 
 
Quantitative methods are the only accurate methods for studying numerical changes  
and they are especially suitable for testing existing theories and hypotheses. However, 
they are not very suitable for developing hypotheses and theories. Therefore a quanti-
tative study requires preliminary knowledge about the research problem. The hypoth-
eses that is tested by using quantitative methods may come for example from existing 
literature or theory or can be created for example by using qualitative research meth-
ods. (Mujis 2004, 7, 9) 
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7.4 Research strategy and methodology of the thesis 
This thesis is a quantitative research based development which aims to reduce the risks 
in the Letter of Credit process for the case company. This is done by collecting infor-
mation about issues occurring in the Letter of Credit process and their frequency, and 
by evaluating potential risks the issues create for the case company. The target is to 
provide recommendations how to avoid these issues in the future. The research strat-
egy will be a case study since the purpose of a case study is to develop new suggestions 
and ideas for existing practices. (Ojasalo, Moilanen & Ritalahti 2015, 52-53) 
 
 Case study as the chosen research strategy is especially appropriate for this thesis 
since a comprehensive knowledge is required about the theory and practice of the Let-
ter of Credit process in order for the author to give proper recommendations for the 
case company. 
 
This research is mainly a quantitative research, so the main focus will be on quantita-
tive methods. However qualitative methods will also be used. Information about the 
case organization's Letter of Credit processes will be collected from available docu-
mentation and by interviewing relevant individuals. Information about Letter of Credit 
cases and issues occurred will be collected from the databases used by the case com-
pany.  
  
The information about of Letter of Credit cases and identified issues will be available 
on a numerical form after the author has gone through the selected data set and turned 
it into statistics. The author has created a hypothesis based on the theory collected from 
the topic and base on her previous experience at the case organization. The hypothesis 
is that that most of the issues in the Letter of Credit process are caused by bad contract 
conditions. Qualitative methods will be used to test the hypothesis. 
 
Other qualitative methods that will be used are for example interviews, which are used 
to gain in-depth knowledge of the subject. The persons who will be interviewed are 
Chief - Trade Finance, Area Sales Manager and General Manager - Contract Manage-
ment and Engineer to Order of the case company. These persons have been involved 
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in the Letter of Credit process of the case company for several years and have 
knowledge about the problems and risks in they have encountered in their daily jobs. 
7.5 The collection and analysis of the data 
The main data collection methods that will be used in this thesis are observation and 
interview. In observation the researcher follows the activity of the target that is being 
researched. Observation is used for example to find out if people or processes operate 
in the way that they are expected to. Observation can be divided into several types. 
The two main types of observation are participant observation and structured observa-
tion. These types differ significantly from one another. For example participant obser-
vation is a qualitative method which emphasizes the meanings that people place on 
certain actions while structured observation is a quantitative method which focuses 
more on frequency of for example specific actions. (Saunders, Lewis & Thornhill 
2003, 221; Ojasalo, Moilanen & Ritalahti 2009, 103) 
 
In this research mostly structured observation will be used. However, qualitative ob-
servation is also required in order to further evaluate the causes of the problems that 
have happened in cases where Letter of Credits have been used as a payment method 
and the possible risks that the problems create to the case company. This analysis is 
not performed by using numerical data or quantitative information, so qualitative 
methods need to be used as well. 
 
Besides of observation interviews will be used as a data collection method in this re-
search. Interview can be used to complete or confirm the information that has been 
collected with observations. Interviews are especially well suited for cases where the 
aim is to develop something since through interviewing it is possible to quickly collect 
in depth information about the subject that is being the target of development. (Ojasalo, 
Moilanen & Ritalahti 2009, 95) 
 
The forms of interview vary from unstructured interview to completely structured in-
terview. In this case a semi-structured theme interview will be used. This means that 
specific themes will be used as the topics of the conversation. These themes are usually 
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broad and cannot be answered with just one or two sentences. A theme interview re-
quires a face-to-face contact between the interviewer and the interviewee. The things 
that will be discussed are not narrow predetermined topics. The purpose of this type 
of interview is that while discussing about the different themes new things or topics 
will arise for discussion. The benefit of this type of interview for the interviewer is that 
by examining issues related to the topic the researcher is able to develop his or her 
understanding of the topic. (Kananen 2015, 143-148) 
7.6 Evaluation of validity and reliability of the research 
Validity is the level of confidence we can have that the data provide insight into reality. 
The test design, content, procedures used to collect and statistically analyse data affect 
the validity of the resulting data. (Sleezer, Russ-Eft & Gupta 2014, 378.) 
Reliability is the degree of consistency in the data or the item. In practice the reliability 
means that when a phenomena or a person  is being researched at two separate occa-
sions or by different researchers the research is reliable in case the results are the same. 
Reliability is used to reflect the level of error in the measurement.(Sleezer, Russ-Eft 
& Gupta 2014, 376; Hirsjärvi, Remes & Sajavaara 2007, 226.)  
Information from the literature review is seen valid based on the high number of reli-
able sources (e.g. university library and Google books) used with relatively consistent 
content.  
The author has worked in the case company during summers 2014 and 2015 in addition 
to some short periods during the school semester. Therefore the author has gained 
some basic knowledge about the topic and it can be assumed that she is based on her 
previous experience able to conduct a valid research about the topic. 
 
The author decided to start the research by using qualitative methods in form of a semi-
structured theme interview. The reason for selecting the interview as a research method 
was that the author wished to gain an extensive understanding of the topic in order to 
make a valid research. 
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The interviewees for this research were selected from three different departments, 
which each have their own roles in the Letter of Credit process. These departments 
were trade finance, sales and the contract management departments. The author de-
cided to select one individual from each department with the most experience and 
knowledge in the field. This selection was made in order to ensure the validity of the 
research. The interviewees were the chief of the trade finance department and the head 
of the contract management department. From the sales department the author decided 
to interview the individual in charge of sales to Asia since based on discussion with 
the trade finance team that was the area with most challenges with the Letter of Credits 
in these cases.  
 
Results from the interview can be seen to be valid due to the different roles and per-
spectives of the individuals in the process in addition to the extensive knowledge and 
experience these three individuals have.    
 
The author wanted to validate the interview results by conducting a case study to get 
facts from actual Letter of Credit cases of the case company from two years. With the 
case study the author could see if there were problems involved in the Letter of Credit 
process, and the type and magnitude of these problems. By this the author could see if 
the results from the case study supported the findings from the interviews, and confirm 
or reject assumptions and validate the results based on the interviews.  
 
The results of the research can be seen to be valid due to the fact based information 
collected from actual cases which was used to support or reject findings of the inter-
view. It is likely that the results of this research could also be applied to other compa-
nies working with Letter of Credits in order to see if they have same type of problems. 
7.7 Research plan 
The idea for this research was born during the summer 2015 while the author was 
working in the case company. Based on her experience in the company the author came 
up with a hypothesis that most of the problems related to Letter of Credits were caused 
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by bad contract conditions. The author thought it would be interesting to test this hy-
pothesis, and in case the hypothesis was not true to see where the problems actually 
came from and figure out ways to prevent the problems in the future. 
 
After familiarizing herself with the theory and writing the literature review the author 
decided with the case company about the limitations of the research. It was decided 
that cases from two years (2014 and 2015) will be selected for the research from two 
product lines, Rauma Azimuth Thrusters and Rauma Deck Machinery. In total there 
will be 248 cases. In the Azimuth Thrusters product line there are 127 cases with 46 
customers in 11 different countries. In the Deck Machinery product line there are 121 
cases with 23 customers in 10 different countries. The company's internal system gives 
information that Letter of Credit has been used as a payment method in all of these 
cases. Firstly the author will check if the information in the system is correct, meaning 
that Letters of Credit has really been used as a payment method in these cases. The 
next step is to eliminate potential cases from the research that are falsely classified as 
Letter of Credit Cases in the system.    
 
Based on the literature review the author will investigate the material from the selected 
cases, such as contracts, Letter of Credits documents and correspondence, in order to 
see what type of problems there have been and what have been the causes for these 
problems. Special focus will be on the problems caused by bad contract conditions. 
Based on the analysis the author will make statistics about number of cases with prob-
lems by type of problem. By this the case company will gain fact based information 
about the most common problems. Based on this the author will make an in-depth 
investigation to the problems in order to figure out if these problems could have been 
avoided. 
 
The author will before researching the cases conduct a semi-structured theme inter-
view with the Chief – Trade Finance, Area Sales Manager and General Manager – 
Contract Management and Engineer to Order of the case company. A semi-structured 
interview is beneficial in this case since the persons who are interviewed will most 
likely provide their opinions and information to the topic from different points of 
views.  
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After collecting and analysing the data the author will start writing the research results 
and suggestions for improvement. 
8 RESEARCH 
8.1 Interviews 
8.1.1 Conduction of the interviews 
The face-to-face interviews for this thesis were conducted in April 2016. A semi-struc-
tured theme interview was selected where the author had predetermined themes to be 
used as the topics of the conversation.  The reason for this was that the author did not 
want to limit the content of the interviews and wished to achieve a broad understanding 
of the topic provided by persons who are involved in different parts of the Letter of 
Credit process, and have different points of view about the topic.  Since the interview 
was conducted face-to-face this allowed new questions to arise for discussion during 
the interview. 
 
The titles of the three   persons who were interviewed were Chief - Trade Finance, 
Area Sales Manager and General Manager - Contract Management and Engineer to 
Order. All three interviews were conducted separately with each individual. There 
were two main themes for the interview. The first one was issues in the Letter of Credit 
process, the causes for these issues and how often specific issues occurred. The second 
theme was the relationship between the sales contracts and Letter of Credits. The focus 
was on the terms and conditions that have caused problems in the Letter of Credit 
process, the risks these issues create for the case company and how they could be pre-
vented in the future. The interview themes are available on the Appendix 1. 
 
The author wanted to conduct the interviews before completing the case study so that 
she could compare the results from these two methods. By completing the case study 
after the interviews the author could find out if the results from the analysis are in-line 
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with the assumptions of the persons interviewed. In this case the quantitative methods 
were used in order to validate the data collected. 
8.1.2 Interview results  
A short conclusion was made based on the answers of the three persons interviewed. 
The complete answers of each person interviewed are available on the Appendix 2. 
 
All the three persons agreed that there had been issues while Letter of Credit had been 
used as a payment method. Contract was seen as an important tool for risk handling in 
the Letter of Credit process, since the payment cannot be secured in case the terms and 
conditions of the sales contract do not support the Letter of Credit. Almost all the 
problems in the Letter of Credit process were seen to be somehow, indirectly or di-
rectly, linked to the contract. 
 
There, however, might still be problems even though the contract terms and conditions 
are correct and support the Letter of Credit. Even if the customer is provided with 
instructions about how to open the Letter of Credit correctly they are not always will-
ing to open based on all of the conditions defined in the contract and opening instruc-
tion. In case the customer does not follow the opening instructions, amendments to the 
Letter of Credit document are usually needed. 
 
One of the most common problems is that the customer opens the Letter of Credit late 
due to the guarantee requirements from the opening bank. The documentary require-
ments of the Letter of Credit may also be challenging for the case company to fulfil, 
as the trigger for a payment may be a document signed and issued by the customer.  
This means that fulfilling the documentary requirements of the Letter Credit and re-
ceiving the payment is dependent of the buyer's willingness to offer the correct docu-
ment.   
 
Other problems related to Letter of Credits are the delays in the shipment schedules, 
mistakes in documentation, especially in case the negotiation period for the documents 
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is short, and the  possible differences between the opening bank's and the advising 
bank's interpretation of the Letter of Credit.   
 
Especially unclear contract terms and conditions in the contract leaving room for in-
terpretation can cause problems or delays in payment while executing the Letter of 
Credit conditions. The contract should also clearly define the opening bank of the Let-
ter of Credit, especially in case there are only a few solid banks in the country of the 
buyer. In case the contract does not specify that only a first class bank is acceptable 
the bank can be almost any type of bank which causes risks for the seller. 
 
Ways for risk handling and preventing issues are to accept only contractual terms and 
conditions that support the Letter of Credit and by not accepting conditions where the 
payment is dependent on for example of a document issued and signed by the cus-
tomer. However, the terms and conditions that the case company is able to negotiate 
to the contract are dependent of the competitive situation and the history the case com-
pany has with the client. 
 
In case the case company has a strong market position it can require better contractual 
terms and conditions. When the position is weak there is a risk that bad conditions 
need to be accepted to get the contract. In cases when some contract condition has been 
used previously with the customer the case company has to offer a good reasoning why 
the same condition could no longer be used.   
 
Usually both the buyer and the seller have their preferred conditions, and the contract 
is a compromise between these parties. Neither the buyer of the seller is usually able 
to get the exact terms and conditions they would like to. 
 
Ways to reduce risks related Letter of Credit payments with contracts would be for 
example getting better contract templates for sales, commercial education and better 
instructions about the Letter of Credits and related documents. In addition to that risks 
could be reduced by providing information about acceptable and non-acceptable con-
tractual terms and conditions to Chinese customers in Chinese and English with proper 
reasoning why some specified terms should not be used. 
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8.2 Case study 
8.2.1 Case selection for the case study 
It was decided that data included in the analysis consists of projects (sales contract or 
part of sales contract including equipment for one ship) with deliverables in 2014 and 
2015. The finance department in Rauma generated a report from the ERP system with 
this information. Based on the report Rolls-Royce Oy Ab had totally 938 projects with 
deliverables in 2014 and 2015. Based on the report Letter of Credit was used as pay-
ment method in 281 of these projects. Since it was decided that Waterjet deliveries 
from Kokkola are excluded from the analysis the total number of projects included in 
the analysis was 248. That included 127 Azimuth Thruster projects with 46 different 
customers in 11 different countries and 121 Deck Machinery projects with 23 different 
customers in 10 countries. 
 
Table 1. Rolls-Royce Oy Ab’s projects with deliverables in 2014 and 2015. (Made 
by the author 2016) 
 
 
 
Based on discussion with the Trade Finance team it was decided that the first part of 
the analysis is to validate the data in the report. This was done by checking all the 248 
projects from excel file used by Trade Finance team to ensure that Letter of Credit was 
really used as a payment method. Based on the validation it was found out that some 
of the information was incorrect – Letter of Credit was not used as payment method in 
some of the projects. The reason for the incorrect data was either the incorrect input in 
the ERP system when the contract was received or lack of system update when the 
payment terms were changed at a later point. In addition to this validation it was de-
cided that the cases where the Letter of Credit process was not finalised (e.g. payment 
not yet received) are left out from the analysis. 
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After the projects where Letter of Credit was not used as payment method and cases 
where the Letter of Credit process was not finalised were removed from the report the 
total number of cases included in the further analysis was 225. This included 112 Az-
imuth Thruster projects with 45 different customer in 10 different countries and 113 
Deck Machinery projects with 21 different customers in 9 different countries.  
 
Table 2. Rolls-Royce Oy Ab’s Azimuth Thruster and Deck Machinery projects in-
cluded in the analysis. (Made by the author 2016) 
 
 
8.2.2 Letter of Credit related payment posts  
The next step after the case selection was more detailed investigation of payment posts 
and deliverables for each of the selected project.  
 
The payment terms used with sales contracts vary from contract to contract, meaning 
that the terms for investigated projects vary accordingly. One sales contract can in-
clude number of different payment posts, like advance payment at the time of the con-
tract signature, progress payments based on progress of the engineering and/or manu-
facturing process, payments at the time of the delivery and payments after delivery. 
The payment methods for the different payment posts can vary, even within the same 
project. The most common payment methods used by the case company are bank trans-
fer and Letter of Credit. Only the payment posts where Letter of Credit was used as 
the payment method were included in the analysis.  
 
In the case company one project can include one or more deliverables (equipment or 
part of equipment shipped to customer). Since the Letter of Credit process and the 
documentation used in the process are in most of the cases linked to deliverables the 
next step of the investigation was to find out the deliverables linked to each of the 
payment posts, and to find potential payment posts where Letter of Credit was used 
without equipment delivery. This information was available in the excel file updated 
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by the Trade Finance team. Based on the file there were 393 Letter of Credit delivera-
bles and 7 Letter of Credit payment posts without physical equipment delivery, mean-
ing that the total number of Letter of Credit documentation to be reviewed was 400 
cases.  
 
Table 3. Rolls-Royce Oy Ab’s Azimuth Thruster and Deck Machinery projects with 
Letter of Credit deliverables and Letter of Credit payment posts without equipment 
deliveries. (Made by the author 2016) 
 
 
Each Letter of Credit has unique identification number. There is no one-to-one rela-
tionship between Letter of Credit identification number and a project since the same 
Letter of Credit can be used for more than one projects with the same customer and 
since more than one Letter of Credit can be used for one project. The total number of 
Letter of Credits included in the investigation was 232 (see table 3 above).  
 
Even if the number of investigated Letter of Credits was 232, the documents for all of 
the 400 deliverables and payment posts without equipment deliveries needed to be 
investigated to find out if any of the 400 cases triggered Letter of Credit changes. The 
232 Letter of Credits had between one and six deliverables each, and these deliverables 
belonged to one to three different projects. 
8.2.3 Analysis 
It was decided that the best way to find out the potential contractual Terms & Condi-
tions causing problems in the Letter of Credit process was to identify Letter of Credit 
related changes and amendments, and by checking if the need for amendments was 
linked to contractual Terms & Conditions or other issues. 
 
The cases selected for the analysis were investigated by going through the Letter of 
Credit related documentation for each of the 400 deliverables and the Letter of Credit 
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related payment posts without deliverables. This was done by checking the relevant 
documents from the case company’s network drive. In addition to that all the paper 
documents were checked for 80 deliverables. Based on the experience from these 80 
deliverables it was decided that the added value from that work is limited compared to 
the time it takes to go through all the papers. As a result of that it was decided that the 
information in the case company’s network drive is good enough for this part of the 
investigation. The documents looked at were 
 
- Sales contract amendments 
- Opening instructions sent to customer (appendix 3) 
- Draft Letter of Credit document  
- Opened Letter of Credit document (appendix 4) 
- Documents listed in Letter of Credit (appendix 5), including transport documents, 
like Bill of Lading and Airway Bill, commercial invoice, packing list and various 
certificates, like insurance certificate, certificate of origin and packing material re-
lated certificates 
- Letter of Credit and document related amendments (appendix 6) 
- Correspondence between the local forwarding department and external partners in 
Poland, South Korea and China 
- Correspondence between the case company and the customer 
- Correspondence between the case company and the negotiating bank 
 
When the documents were investigated the focus was on Letter of Credit related 
changes (need for changes, type of changes) and discrepancies when the final Letter 
of Credit documents were sent to the issuing bank. 
8.2.4 Findings from the analysis 
Even if the case company provides opening instructions for Letter of Credits to cus-
tomer and comments to draft Letter of Credit document (if received from customer) 
there was high number of changes after the opened Letter of Credit was received from 
the advising bank. 
 
60 
Based on the Letter of Credit draft documents and correspondence before the opening 
of Letter of Credit the most commonly discussed topics were insurance certificates, 
transhipments & partial shipments, Letter of Credit related documents and date and 
place of expiry. 
 
After the Letter of Credit was opened and received from the advising bank more than 
50% of the Letter of Credits or related documents were changed based on a request 
from the case company. The most common changes were related to expiry and latest 
shipment dates. The table 4 below includes information about the actual changes done 
based on request from the case company. Please note that there were also cases where 
changes were requested, but not completed by other parties. The case company has 
work-arounds for certain changes not done by other parties to secure the payment. For 
example when the port of loading is not in accordance with Letter of Credit the invoice 
document can be issued with limited information (without port of loading). 
 
Table 4. Rolls-Royce Oy Ab’s Azimuth Thruster and Deck Machinery Letter of Credit 
changes. (Made by the author 2016) 
 
  
We can see from the table 4 above that Deck Machinery cases generated more changes 
than Azimuth Thruster cases, and that expiry and latest shipment date needed to be 
changed in every second Deck Machinery case. Relatively high amount of Deck Ma-
chinery changes were also linked to delivery terms and Letter of Credit related docu-
ments. 
 
In addition to changes requested by the case company, the advising bank requested 
changes to negotiated documents. Of the investigated 232 cases 18 (9 Azimuth 
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Thruster and 9 Deck Machinery cases) were such that bank request changes to docu-
ments. These changes were related to typing mistakes, incorrect or missing infor-
mation and discrepancies between documents.  
 
Totally seven discrepancy cases were identified, one from Deck Machinery and six 
from Azimuth Thrusters. These discrepancies were caused by shipments not done 
based on the Letter of Credit or documents not provided in accordance with Letter of 
Credit. 
8.2.5 Potential issues caused by bad contracts 
The next step of the case study was to find out which of the issues identified in the 
analysis are caused by bad contractual Terms & Conditions. This was done by looking 
at sales contracts for projects with identified issues. When the number of identified 
issues in a category was low all related sales contracts were checked and when the 
number of issues was high only randomly selected sales contracts were checked. Input 
was also asked from the Trade Finance team for each of the categories identified as 
part of the analysis. 
 
Expiry date & Latest shipment date: based on the Trade Finance team the most com-
mon reason for the amendments is delivery delays or unavailability of transportation 
equipment. Based on results from the contract investigation no bad contractual Terms 
& Conditions related to the expiry or latest shipment date found. 
 
In addition to expiry date related Letter of Credit changes also Expiry Place related 
changes were identified (e.g. place of expiry Rizhao). The time the case company has 
to negotiate the Letter of Credit documents reduces in case the Expiry Place in the 
Letter of Credit is not changed to Finland. Normally the time the company has is 21 
days, and in one of the investigated cases the time was reduced to 7 days due to Expiry 
Place abroad. 
 
Changes in Letter of Credit related documents: based on the Trade Finance team 
some of the sales contracts include unacceptable documents. Based on results from the 
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contract investigation many of the amendments were caused by a need to change the 
documents to fit for air transportation. The main reason for this was delivery delays, 
not bad sales contract. In addition to that many of the amendments were linked to 
insurance certificate. When the contract documents were checked the text in the con-
tracts was actually correct – insurance policy or certificate, but the text used in the 
Letter of Credit was not in accordance with contract. 
 
There were also cases where Warranty Bank Guarantee was removed from the Letter 
of Credit documents. When the contracts were checked they included Warranty Bank 
Guarantee, but not as part of Letter of Credit documents. In addition to that there were 
cases where Letter of Credit documents listed in the contract included Performance 
Guarantee. Letter of Credit was amended by removing the performance guarantee from 
Letter of Credit documents since it is not a delivery related document and it is provided 
by an external party (a bank). If these type of documents are kept in the Letter of Credit 
documentation the risk that the case company is not able to negotiate the documents 
by the expiry date increases. 
 
The buyer shall establish an irrevocable 80% of the contract value L/C at sight in 
favour of the Sellers 60 days prior to the date of shipment, and will be paid against 
presentation of the shipping documents stipulated in clause 10 hereof. … The Sellers 
shall send the following documents to any bank for negotiation. … Performance guar-
antee (see clause 17). … Clause 17: Performance Guarantee. The Seller shall furnish 
the Buyer a “Performance and Warranty Guarantee” in the amount of ten percent of 
the total contract value in the currency of the contract, issued by First Class Bank. The 
Performance Guarantee shall remain valid in full force for a period of 24 months 
counting from the date of B/L or 12 months counting from the date on which the new-
built ship be delivered to ship owner, whichever comes earlier.  
 
There were cases where the contract defined that the packing list includes detailed 
information on an item level. The Letter of Credit document was amended to have the 
detailed information on a package level. 80% of the contract value, payable against 
irrevocable Letter of Credit (LC) issued by first class international bank in favour of 
the Seller 45 days before 1st shipment in accordance with this contract clause 6., LC 
is payable on shipments of commodities against documents under contract section 12 
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paragraphs 1-6. … 12. Documents. … 5. Packing List in duplicate with indication of 
both gross and net weights, measurements and quantity of each item packed.  
 
There were cases where the Letter of Credit was not linked to a physical delivery and 
the Letter of Credit related documentation included inspection report signed by exter-
nal parties. The risk related to this type of term was minimised by including contractual 
terms to ensure that the payment is received before expiry of the Letter of Credit or by 
a specific date, even if the documents were not presented. 
 
An irrevocable at sight L/C shall be opened by first class Chinese bank, acceptable to 
the Seller and in favour of the Seller, covering 90% of the amount of each ship set. The 
L/C shall be opened after the effectiveness of the contract, however, not later than 45 
days before delivery of the goods … 1) 85% of the total contract value shall be paid at 
sight on presentation of the documents stipulated in the clause 11B. 2) The rest 5% 
shall be paid on presentation of the documents stipulated in the clause 11C, however 
in any event payment will be made against invoice before expiry of L/C without other 
documents. … 11C … One original Opening Inspection Report of the Goods signed 
by the End user, the shipyard and the Sellers. 
 
5% of the contract value will be released, upon final signed commissioning report, but 
not later than 30th Jan 2016. Payment against a confirmed, irrevocable, divisible and 
transferrable Letter of Credit opened latest on 1 Dec 2015 by the Buyer in a first class 
international bank, acceptable by to the Seller expiring earliest 15th February 2016. 
Prior to 30th Dec 2015 documents limited only to the Warranty Bond and photo copy 
of signed commissioning report to be presented under the Letter of Credit, 30th Dec 
2015 and onwards only documents to be presented shall be Sellers payment instruc-
tions and Warranty Bond is to be presented under the Letter of Credit. In this case the 
Warranty Bond was not included in Letter of Credit documents, even if it was included 
in the contract as a Letter of Credit document. Customer opened Letter of Credit based 
on opening instructions from the case company. 
 
15% of Total Amount: within one month upon contract – by wire transfer or L/C 
against both the Seller Banker’s refund guarantee bond covering 15% of the contract 
price and submission of approval drawings. 10% of Total Amount: Upon shipment of 
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Hull Fitting Accessories and Seating Bottom Plates, negotiable against the concerned 
shipping documents by L/C. 15% of Total Amount: Upon shipment of Thruster Inboard 
Part, negotiable against the concerned shipping documents by L/C. 55% of Total 
Amount: upon shipment of underwater mountable thruster unit, negotiable by L/C 
against the concerned shipping documentation. 5% of Total Amount: Retention by L/C 
to be paid against the Seller’s final documentation. In this case the contract only 
defines “shipping documents” used in connection with physical equipment delivery, 
the term “final documentation” was not clearly defined in the contract. In addition to 
that the 5% retention payment did not include any “not later than” date. 
 
Delivery terms: based on the Trade Finance team the most common reason for the 
amendments is the need to use air transportation due to delivery delays. Since air trans-
portation is more expensive than sea transportation it is only used when there is a delay 
with risk of reduced customer satisfaction or late delivery penalties for the case com-
pany.  
 
Based on results from the contract investigation many of the amendments were caused 
by a need to change the delivery terms to fit for air transportation. The main reason for 
this was delivery delays. In addition to this, in many of the amendments port of loading 
was changed. When contracts were checked the Letter of Credit related part of the 
contract did not include information about the port of loading. According to the Trade 
Finance team some of the changes port of loading (and discharge) can be related to 
opening bank’s errors while opening the Letter of Credit. 
 
Letter of Credit amount: based on the Trade Finance team the most common reason 
for the Letter of Credit amendments is amended sales contract, which has not been 
taken into consideration when the Letter of Credit was opened. Based on results from 
the contract investigation the amendments were caused by an increase in total contract 
value due to contract amendment. Letter of Credits were opened based on the original 
contract value without taking into consideration increased contract.  
 
Description of Goods: based on the Trade Finance team the description of goods is not 
included in the sales contract – it comes from the customer or issuing bank. Based on 
65 
results from the contract investigation description of the goods to be used in Letter of 
Credit was not included in the checked sales contracts.  
 
Partial shipment: based on the Trade Finance team changes are needed to Letter of 
Credits to allow partial shipments. Based on results from the contract investigation 
there were cases where the partial shipments were not allowed based on the received 
Letter of Credit document, but no information about partial shipments was included in 
the contract document or the partial shipments were allowed based on the contract 
document.  
 
Transhipment: based on the Trade Finance team changes are needed to Letter of Cred-
its to allow transhipment. Based on results from the contract investigation there were 
cases where the case company had a basic agreement on General Terms and Condi-
tions and project specific Terms & Conditions were handled as Purchase Order. Based 
on these Purchase Order documents and opened Letter of Credits transhipments were 
not allowed.  
 
There were also cases where the transhipment was allowed based on the contract (e.g. 
if transhipment is necessary, the Seller should inform the Buyer by fax of the name and 
voyage number of second feeder vessel as soon as transhipment is effected or five par-
tial transhipment is allowed), but the Letter of Credit included additional requirements, 
like the transhipment is only allowed at Hong Kong or transhipment allowed at Shang-
hai only. The Letter of Credit needed to be changed in cases like this, since tranship-
ment (use of feeder vessel) at Finland was required to be able to get the equipment to 
ocean going vessel for shipment to the final destination. Shipping instructions: tran-
shipment not allowed. 
 
Forwarding company: based on the Trade Finance team the forwarding company’s 
name does not need to be included in the Letter of Credit document, but in some cases 
when customer arranges the transportation they have include the name of the forward-
ing company to the Letter of Credit, even if the final decision of the company to be 
used is not done. Based on results from the contract investigation there were cases 
where the forwarding company needed to be changed in the Letter of Credit, but the 
contract did not include information about the company.  
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Other changes: Based on results from the contract investigation other Letter of Credit 
related changes were mainly related to typing mistakes, incorrect use of terminology 
(goods value vs. contract value), type of Letter of Credit (e.g. irrevocable in contract, 
but irrevocable transferrable in the Letter of Credit) and split of total contract value. 
8.2.6 Summary of results from the sales contract investigation 
Based on the sales contract investigation the bad contractual terms & conditions iden-
tified were related to not-allowed transhipments, use of Letter of Credit without “not 
later than date” when there is no physical equipment delivery and acceptable Letter 
of Credit documents listed in the contract. Examples of not acceptable documents 
found are Performance Guarantees, Warranty Bonds and non-delivery related reports 
signed by external parties. 
 
In case of bad contractual terms and conditions, the Trade Finance team has tried to 
mitigate risks for the case company by issuing opening instructions based on accepta-
ble Letter of Credit and by requiring changes to draft and opened Letter of Credits. 
 
There were also cases where the contractual terms & conditions were acceptable, but 
the Letter of Credit was not opened based on these terms & conditions. In these cases 
the Trade Finance team asked for Letter of Credit amendments. In addition to this high 
number of Letter of Credit related issues and changes were identified where the root 
cause was not a bad sales contract. For example high number of changes were required 
due to delayed deliveries (expiry and latest shipment date, terms and documents to 
allow air transportation), and there was need to allow partial shipments and change 
letter of credit amount, name of forwarding company, description of goods and port of 
loading. 
8.3 Conclusion based on the research 
The assumption based on interviews was that the problems in the Letter of Credit pro-
cess were seen either directly or indirectly linked to sales contracts. It was also recog-
nised that there might still be problems even if the contractual terms and conditions 
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support the use of Letter of Credit as payment method, and as a result of that Letter of 
Credit amendments are needed.  
The common problems mentioned were late opening of Letter of Credits by customer 
due to guarantee requirements from the opening bank and challenges to fulfil Letter of 
Credit related document requirements due to documents issued for example by cus-
tomer. In addition to that delays in the shipment schedules, mistakes in documentation 
and differences between the issuing bank's and the advising bank's interpretation of 
the Letter of Credit were mentioned as problems. 
 
The results from the case study are in-line with the input from the interviews – there 
are Letter of Credit related problems due to bad sales contracts and also problems that 
are not caused by the contracts. The common problems from the interviews are also 
identified as problems in the case study – document requirements, delays in the ship-
ment schedules and mistakes in documentation. 
 
In summary, based on the case study the bad contractual terms & conditions are related 
to not-allowed transhipments, use of Letter of Credit without “not later than date” 
when there is no physical equipment delivery and acceptable Letter of Credit docu-
ments listed in the contract. The case company could mitigate payment related risks 
by improving these terms and conditions in future contracts. This would not remove 
the need for the Trade Finance team to provide opening instructions and check and ask 
for Letter of Credit amendments when needed, but it should increase the probability 
that the term related to these points in Letter of Credits are acceptable. 
9 RISK MITIGATION BY THE USE OF LETTER OF CREDIT 
9.1 Product, production and transport risks 
Product itself, delivery (including physical movement of the goods), specified perfor-
mance and agreed maintenance or service obligations are included in the product risk. 
The areas covered by the sales contract and related Letter of Credit are description of 
goods and delivery terms. The transfer of title of goods and risks are normally defined 
68 
by the delivery terms, like Incoterms. In addition to that, insurance requirements can 
be included in the sales contract and the insurance policy or certificate can be included 
in Letter of Credit documentation.  
 
In most of the cases Letter of Credit and related documents include more detailed in-
formation about the transportation than the sales contract. Letter of Credit document 
includes information about port of loading and discharge and the related documents 
include actual transportation documents, like Bill of Lading or Airway Bill.  
 
Based on the research the Letter of Credit amendments related to this risk were around 
delivery terms, port of loading, description of goods, partial shipments, transhipments 
and insurance policy. The only issue caused by bad contract terms and conditions was 
related transhipment.  
9.2 Commercial risks 
Risk of the buyer going into bankruptcy or being in any other way incapable of ful-
filling their contractual obligations, or to prevent seller to fulfil their obligations is 
commercial risk. The areas covered by the sales contract and related Letter of Credit 
are payment terms – use of Letter of Credit and its conditions, like validity period 
(when opened, when expires), payment period (at sight or number of days after docu-
ments negotiated), type of Letter of Credit (confirmed Letter of Credit) and banks used 
(first class bank). The risks for the seller vary based on selection of these conditions.  
 
Based on the research the Letter of Credit amendments related to this risk were around 
expiry date. These amendments were not cause by bad contractual terms and condi-
tions. 
9.3 Political or country risks 
In case of political risk the commercial transaction is not realized according to contract 
due to measures from the government or authority of the buyer’s own or foreign coun-
try. The areas that could be covered by the sales contract and related Letter of Credit 
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are delivery terms defining transfer of risk, transportation route and type of Letter of 
Credit (e.g. confirmed). In some cases the selected alternatives can have impact on 
political or country risk. 
 
Based on the research the Letter of Credit amendments related to this risk were around 
delivery terms. These amendments were not cause by bad contractual terms and con-
ditions. 
9.4 Adverse business risk 
Adverse business risk includes business practices of negative nature which could have 
impact on individual transactions, general business and financial standing and moral 
reputation of the seller for example bribery, money laundering and facilitation pay-
ments. No areas covered by contract and related Letter of Credit identified to mitigate 
this risk. This risk is handle by the case company by strict anti-bribery and corruption 
guidelines and training. 
9.5 Currency risks 
A currency risk means that the payment is made in another currency than in which the 
seller incurs their costs. The area covered by the sales contract and related Letter of 
Credit is used contract currency. The currency risks in the case company are handled 
by currency hedging which is done outside sales contracts and Letter of Credit process. 
9.6 Financial risks 
Financial risk covers seller’s liquidity. The areas that covered by the sales contract and 
related Letter of Credit are payment period (at sight or number of days after documents 
negotiated), Letter of Credit related documents (since they are a requirement for the 
payment), period for negotiation and type of Letter of Credit (confirmed). When con-
firmed Letter of Credit is used the seller has an option to use discounting to get the 
payment from the bank earlier than by following the normal Letter of Credit process. 
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Based on the research the Letter of Credit amendments related to this risk were around 
Letter of Credit related documents and Letter of Credits used when no physical 
equipment delivery took place without “not later than” date. These amendments 
were cause by bad contractual terms and conditions. 
9.7 Summary  
The Letter of Credit related bad contractual terms and conditions increase transport 
and financial risks for the case company.  
 
The transportation related risk arises from terms and conditions not allowing tranship-
ments. The case company is not able to deliver equipment based on contractual terms 
and conditions when feeder vessel is needed before equipment can be loaded into 
oceangoing vessel and transported to customer.  
 
The financial risk arises from terms and conditions including Letter of Credit related 
documents outside the case company’s control. When these documents are not availa-
ble within negotiating period the case company is at risk to lose the payment. In addi-
tion to that the financial risk arises from use of Letter of Credit when no physical 
equipment delivery takes place without “not later than date” with documents outside 
the case company’s control.  
10 SUGGESTIONS FOR IMPROVEMENT 
 
Based on the case study the bad contractual terms & conditions are related to not-
allowed transhipments, use of Letter of Credit without “not later than date” when 
there is no physical equipment delivery and acceptable Letter of Credit documents 
listed in the contract. The case company could mitigate payment related risks by im-
proving these terms and conditions in the future contracts for example by providing 
training to the sales organisation. This would not remove the need for the Trade Fi-
nance team to provide opening instructions and check and ask for Letter of Credit 
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amendments when needed, but it should increase the probability that the term related 
to these points in Letter of Credits are acceptable. 
 
There were also cases where the contractual terms & conditions were acceptable, but 
the Letter of Credit was not opened based on these terms & conditions. In these cases 
the Trade Finance team asked for Letter of Credit amendments. In addition to this high 
number of Letter of Credit related issues and changes were identified where the root 
cause was not a bad sales contract. For example high number of changes were required 
due to delayed deliveries (expiry and latest shipment date, terms and documents to 
allow air transportation), and there was need to allow partial shipments and change 
letter of credit amount, name of forwarding company, description of goods and port of 
loading. The case company could check if currently used opening instructions could 
be change to have more emphasis on the points with high number of identified issues, 
or the case company could create a cover letter to be included in the opening instruc-
tions highlighting the problem areas and providing guidance. 
 
Since the case company has some customers with frequent Letter of Credit deliveries 
the case company could use the data collected in excel format in connection with the 
case study and make additional pivot tables to see statistical information about the type 
of issues each of the frequent customers have had. This information could be shared 
with the sales organisation with explanation of risks these issues create for the case 
company. When new orders are negotiated with these frequent customers the sales 
organisation could take these issues up with the customer and discuss potential solu-
tions to avoid them in the future. 
 
As proposed by the interviewed individuals the company could also reduce risks by 
providing Letter of Credit related training and instructions, including information 
about clear contractual terms and conditions to be used (no room for interpretation) 
and acceptable and not-acceptable Letter of Credit documents. In addition to that it 
was proposed that better contract templates for sales and providing information about 
acceptable and non-acceptable contractual terms and conditions to Chinese customers 
in Chinese and English with proper reasoning why some specific terms should not be 
used could improve the situation. 
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In summary, the proposed improvement actions are all around communicating, train-
ing and providing guidance within the case company and towards customer. 
11 SUMMARY AND CONCLUSIONS 
 
The purpose of this thesis was to increase the case company's information about the 
type of problems causing issues while Letter of Credit has been used as a payment 
method and the magnitude of the identified issues. The thesis was made with an em-
phasis to the role of the sales contract in the Letter of Credit process since it was as-
sumed by the author that the main reason behind the issues with Letter of Credits were 
the bad contract conditions. 
 
The research started with defining the purposes and goals of the thesis in addition to 
creating the conceptual framework. The conceptual framework was the basis for the 
theoretical and empirical part. The theoretical part started with basic information about 
exporting goods, the risks involved in exporting goods for the seller and ways for han-
dling these risks.  
 
The various risks identified were divided to six different categories which the author 
used later in the empirical part of the thesis to analyse the risks that the bad contract 
terms and conditions created for the company. The theoretical part also provided the 
reader with information about the sales contract and Letter of Credits and the relation-
ship between these two.  
 
After familiarising the reader with the theory, a research strategy and methods were 
selected. This research was a research based development and the research strategy 
was a case study. The research methods used were both quantitative and qualitative. 
The research was conducted mainly in the forms of interviews and by analysing the 
company's data of selected Letter of Credit cases between the years 2014 and 2015. 
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The author started the research by looking into the Letter of Credit documents, Letter 
of credit related opening instructions, Letter of Credit related documents sent to the 
bank and amendments to the Letter of Credit document of the selected cases.  Based 
on this frequently occurred issues were identified. Then next step was to find out which 
of these problems were in fact results of bad contract terms and conditions. 
 
Based on the research most of the issues related to bad contract terms and conditions 
were linked to documentary requirements, transhipments and to cases where the pay-
ment was tied to a document signed by the customer without a condition securing the 
payment in other ways. However, the author found out that in addition to the problems 
caused by the sales contract there were also a lot of problems that were unrelated to 
the bad contract terms and conditions, like issues related to partial shipments, descrip-
tion of goods and to delivery terms. 
 
Based on the findings of the research recommendations were made for the case com-
pany. In summary, the proposed improvement actions are all around communicating, 
training and providing guidance within the case company and towards customer. 
 
The research fulfilled its purpose to increase the case company's and the author's in-
formation about the type of problems causing issues while Letter of Credit has been 
used as a payment method and the magnitude of those issues.   
 
The assumption before starting the thesis was that most of the problems were related 
to bad contractual terms and conditions. The author was however surprised to learn 
that in addition to the bad sales contracts there was also a high number of cases where 
the sales contract did not include bad contract terms or conditions but the problems 
were in fact caused by something else, like customer not following the sales contract 
when Letter of Credit was opened or delayed deliveries. 
 
74 
12 FINAL WORDS 
 
The idea for this thesis originated from the practical trainings the author did in the case 
company during two summers.  The topic of the thesis felt interesting for the author 
due to the previous work experience the author had concerning Letter of Credits. 
 
The author was eager to increase her knowledge of Letter of Credits and thought that 
choosing this particular topic for the thesis was a good way for this.  This topic was 
also a good way for the author to gain knowledge not only concerning Letter of Credits 
but also about other things related to Letter of Credits, such as sales contracts and risks. 
 
This thesis also helped the author to better understand the work tasks she has done in 
the company. For example now the author has not only knowledge about the problems 
in Letter of Credits but also about the root causes and risks related to these problems.  
 
The author worked on this thesis approximately for five months. The author felt like 
she gave her full effort and concentration on making this thesis. The author was sim-
ultaneously also completing some of her final courses which also took a lot of time 
and effort. During this period the author had no problems to decide how to spend her 
free time.  
 
Although the process sometimes included a lot of stress the process was also very 
interesting and educational for the author. The author felt that she learned a lot more 
by doing this thesis than she would have learned by just reading theory about the cho-
sen topic. The author has done her best effort to successfully complete this thesis and 
is satisfied with the results. The author is also very grateful for the extensive support 
and help she received from the Trade finance team of the case company. 
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 APPENDIX 1 
 
INTERVIEW QUESTIONS  
THEME ONE: ISSUES IN THE LETTER OF CREDIT PROCESS  
- Has there been any issues when Letter of Credit has been used as a payment 
method? 
- In case there has been any issues, what kind of issues there has been? 
- How often do these issues occur? 
- What have these issues been caused by? 
 
THEME TWO: CONTRACTS AND LETTER OF CREDITS 
-  How often are issues in the Letter of Credit process caused by the Sales con-
tract? 
- What kind of terms and conditions in the contract usually cause issues in the Let-
ter of Credit process? 
- What kind of risks do these issues create? 
- How could these issues be avoided? 
 
 
 
  
 APPENDIX 2 
 
INTERVIEW RESULTS 
THEME ONE: Issues in the Letter of Credit process  
- Have there been any issues when Letter of Credit has been used as a payment 
method? 
The answer from all the three persons interviewed was yes  
- In case there has been any issues, what kind of issues there has been? What have 
these issues been caused by? 
Chief - Trade Finance: The payment cannot be secured in case the contract terms 
and conditions do not support the Letter of Credit.  The aim is to avoid the prob-
lems caused by bad contract conditions in the Letter of Credit by providing the 
customer with Letter of Credit opening instructions. 
 However, it is not always possible to avoid all problems. For example especially 
in shipments within Korea the requirement for payment is sometimes a document 
signed by the customer. This means that the seller will not receive the payment 
unless the buyer provides the signed document.  
There might be still problems even though the contract terms and conditions are 
correct and support the Letter of Credit. Even if the customer is provided with 
instructions about how to open the Letter of Credit correctly, the customer may not 
be willing to open the Letter of Credit with all the conditions defined in the con-
tract. So, in some cases problems might still arise even if the contract supports the 
Letter of Credit. 
The most common problems that are not related to the contract in Letter of Credits 
are the delays in the shipment schedule. Delays can be caused by multiple factors, 
for example delays caused by the subcontractors, component suppliers or delays in 
production. The shipment can also be delayed due to unavailability of containers 
or flat tracks.  
 Other problems are for example mistakes in the documentation. If the document 
containing errors is made by the case company it can be corrected. In case the 
document is issued for  example by a freight forwarder  they might have their own 
limited ways of making the necessary documents (for example the Bill of Lading), 
which means that it is not necessarily possible to get all the demands that the Letter 
of Credit requires to these documents.   
There is also a limited period defined in the Letter of Credit (usually 21 days) for 
the seller to present the documents for the negotiating bank, which can cause prob-
lems if the documents defined in the Letter of Credit cannot be attained quickly.  
The errors in documents issued by the case company can be usually corrected 
within a short period of time. However, getting new documents from example from 
a freight forwarder may take some time, and there may not be enough time to get 
these new documents before the negotiation period is coming to an end.  
There are problems that the case company has control over and also problems 
which the case company has no control over.  For example the customer may not 
open the Letter of Credit on time or at all or there might be problems with banks. 
The bank's task is to check that the papers do not contain errors. However, in some 
cases the bank may not notice all the errors or the opening bank may interpret 
things differently than the advising bank. 
General Manager - Contract Management and Engineer to Order: The most 
common problem is that the customer opens the Letter of Credit too late since the 
customer does not want to give guarantee to the opening bank. There are also prob-
lems in the text of the Letter of Credit document. Although opening instructions 
are sent to the customer, the customer does not always follow the instructions and 
amendments are needed. 
The conditions of the Letter of Credit can also be sometimes challenging to fulfil. 
There may be for example challenges concerning the documentation that the Letter 
of Credit requires. Sometimes the documents required in the Letter of Credit doc-
ument must be issued and signed by the customer, which means that fulfilling the 
documentary requirements of the Letter Credit is dependent of the buyer's willing-
ness to offer the correct documentation.    
 There are diverse reasons for problems with Letter of Credits. However, all of them 
are somehow related to the contracts. 
Area Sales Manager: The problem with Letter of Credit usually is that the buyer 
opens the Letter of Credit late due to guarantee requirements from the bank. Some-
times the documentation requirements in the Letter of Credit are difficult to fulfil, 
and in some cases the payment can be delayed due to documents required by the 
Letter of Credit which are not issued by the case company. 
-How often do these issues occur? 
None of the persons interviewed were able to give specific information about how 
often specific issues occurred.  However, it was estimated that a common problem 
were the delays in shipment schedules. The documentary requirements where the 
document signed by a customer was also mentioned by all three individuals. 
THEME TWO: Contracts and Letter of Credits 
-How often are issues in the Letter of Credit process caused by the Sales Contract? 
The respondents were not able to give specific information about how often the 
issues are caused by the Sales Contract. However, it was mentioned in the inter-
view that almost all the problems are somehow directly or indirectly consequences 
of the contract and therefore the contract is an important method for risk handling 
in the process. 
-What kind of terms and conditions in the contract usually cause issues in the Let-
ter of Credit process? What kind of risks do these issues create? 
Chief - Trade Finance: Conditions in the contract that create problems in the Let-
ter of Credit are for example conditions where the requirement for payment is a 
document signed by the customer. This means that the customer can delay the pay-
ment in case they are not willing to offer the correct document.  
 Other problems can also be for example a short negotiation period for the Letter of 
Credit documentation that the seller must deliver to the bank. The negotiation pe-
riod for documents is usually 21 days but in some cases it can be for example 10 
days in the contract. In case this is not corrected in the Letter of Credit opening 
this creates a risk for the buyer since in this case the buyer must be able get the 
correct documents for example from the freight forwarder in a very short time.  
Also the expiry date and place must be taken into consideration. If the expiry place 
is for example in China the correct documents must be sent to China instead of the 
negotiating bank in 21 days which leads to a shorter time period for the case com-
pany to negotiate the documents than usually.  
Sometimes the contract does not clearly define the payment terms, for example 
how the payment is divided between different deliveries, which can cause prob-
lems.  In case the payment terms are not clearly defined in the contract, the pay-
ment is divided according to the deliveries.  
The contract should clearly define the opening bank. It can for example be stated 
in a contract that only a first class bank is acceptable.  In some countries there are 
only a few solid banks and in case the opening bank has not been defined in the 
contract the opening bank can basically be almost any type of bank, which means 
that the opening bank may not be solid or trustworthy, which is a risk for the case 
company. 
 In case the Letter of Credit is a time credit, for example 90 or 360, the terms of 
the contract should be carefully considered.  In these cases it should be always 
clearly defined from which day for example the 90 or 360 day period begins. In 
these cases the terms and conditions of the Letter of Credit must be in order, and a 
document issued or signed by the customer cannot be a requirement for the pay-
ment. 
 Unclear contract terms and conditions can cause problems since they leave room 
for interpretation while executing the Letter of Credit conditions. For example the 
“term payment 30 days” probably means at sight payment, but this leaves too much 
room for misinterpretation. Some other unfavourable terms in the contract can also 
cause delay in the payment. For example if there is a condition "payable 30 days 
against shipping docs" instead of "payable against sight" the payment can be de-
layed. 
Defining how the Letter of Credit will be opened can also cause problems. For 
example if there is a big sum of money involved and the Letter of Credit is opened 
at once this may create issues for the customer with the opening bank. However, it 
could be safer for the case company if the Letter of Credit would be opened at 
once. 
General Manager - Contract Management and Engineer to Order:  
Documents signed or issued by the customer are usually avoided in the contract, 
but sometimes they are either forgotten or cannot be avoided. For example with 
some customers in almost all of the final payments require document signed by the 
customer. The bank is usually very strict with the signature and which person in 
the customer's company signs the document. Small details that cannot be fulfilled 
can in the worst case scenario lead to the customer not paying at all. 
Area Sales Manager: 
Sometimes the payer of the goods is not the same company than the contracting 
party, which may cause problems.  Sometimes the Letter of Credit documents de-
fined in the contract are difficult to execute and sometimes the documentary re-
quirements may include customers’ documents. 
- How could these issues be avoided? 
Chief - Trade Finance:  With clear contract conditions that leave no room for 
misinterpretation.  
General Manager - Contract Management and Engineer to Order:  
In some cases the contract only states that the Letter of Credit is the payment 
method, but does not define the Letter of Credit documentation. In these cases there 
 are only faint methods to define the type of documentation that can be allowed to 
the Letter of Credit.  The contract is also dependent of the competitive situation. 
In case the company has a strong market position it can require better contractual 
terms & conditions than a company in a weak market position. If the company does 
not have a strong position it must sometimes accept bad conditions to be able to 
get the contract. 
Area Sales Manager: The sales would need better contract bases. Commercial 
education and better instructions about the Letter of Credit and documents would 
help. For example, a document in Chinese and in English that can be given to cus-
tomer with information about acceptable and unacceptable terms & conditions and 
explanation why unacceptable terms cannot be approved. The history with the cli-
ent also has an effect to what kind of contract condition the client will accept. If 
some contract condition has been used many times before there needs to be good 
reasoning why this could no longer be used. The market situation has also an im-
pact to the contract negotiations.  
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AN EXAMPLE OF LETTER OF CREDIT OPENING INSTRUCTIONS 
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AN EXAMPLE OF LETTER OF CREDIT DOCUMENT 
 
 APPENDIX 5 
 
EXAMPLES OF LETTER OF CREDIT RELATED DOCUMENTS 
 
Bill of Lading 
 
 
 
 
  
 
  
 Air Waybill 
 
 
  
 Commercial Invoice 
 
 
  
 Packing List 
 
 
Insurance Certificate 
 Certificate of Origin 
 
 
Packing Material related Certificate 
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AN EXAMPLE OF LETTER OF CREDIT AMENDMENT 
 
 
